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Allstate
Protection

Products and services that
help customers protect their

assets, wealth and family.

Asset Protection

Auto Insurance

Homeowners
Insurance

Condominium
Insurance

Renters insurance

Scheduled Personal
Property

Commercial Auto
Insurance

Small Business Owner
fnsurance — Customizer
and Business
Package Policy

Landlord Package
Insurance

Manufactured Home
[nsurance

Motorcycle
Insurance

Boat Insurance

Personal Umbrella
Insurance

Recreational Vehicle
insurance

Motor Club

Flood Insurance

Wealth Transfer

Estate planning

products:

Fixed Survivorship
Life Insurance

Variable Survivorship
Life Insurance

Family Protection

Insurance

Term Life Insurance

Universal Life
Insurance

Variable Universal Life
Insurance

Long-term Care
Insurance

Disability Insurance

Supplemental Accident
and Health Insurance

The Allstate Corporation
Helping customers
feel better protected today
and better prepaved
for tomorrow

Protection

Wealth
Transfer

Family

Management

and Accumulation

Protection
Insurance

Access Allstate
Many different sales
experiences for our
customers:

* Allstate agents

> allstate.com

* Independent agents
*1-800-allstate

* Allstate Bank

» Financial institutions
* Brokerages

» Workplaces

Short-term
Financial
Objectives

Allstate
Financial

Financial services prod-
ucts that help customers
prepare for the future.

- Asset Management

and Accumulation

Fixed Annuities

Variable Annuities

Single Premium
Immediate Annuities

Universal Life Insurance

Variable Universal Life
Insurance

Structured Settlement
Annuities

Mutual Funds

IRAs

Roth IRAs

SIMPLE IRAs

SEP IRAs

523 Plans

Coverdell Education
Saving Accounts

Institutional Funding
Agreements

Asset Management
Short-term Financial
Objectives

Checking Accounts
Savings Accounts
Certificates of Deposit
Money Market Accounts
Morigages
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Alistate.

You're in good hands.

THE ALLSTATE CORPORATION
2775 Sanders Road
Northbrook, Illinois 60062-6127

March 25, 2005
Notice of 2005 Annual Meeting and Proxy Statement

Dear Stockholder:

You are invited to attend Alistate’s 2005 annual meeting of stockholders to be
held on Tuesday, May 17, 2005. The meeting will be heid at 11 a.m. in the 8 floor
Auditorium of Harris Trust and Savings Bank, at 115 South LaSalle, Chicago, lllingis.

We encourage you to review the notice of annual meeting, proxy statement,
financial statements and management’s discussion and analysis provided in this
booklet to learn more about your company.

As always, your vote is important. | encourage you to vote as soon as
possibie, either by telephone, Internet or mail. Please use one of these
methods to vote before the meeting even if you plan to attend the meeting.

Sincerely,

WM%

Edward M. Liddy
Chairman, President and
Chief Executive Officer
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Northbrook, Illinocis 60062-6127

March 25, 2005

Notice of 2005 Annual Meeting of Stockholders

The annual meeting of stockholders of The Allstate Corporation (“Allstate” or
the “Company'™) will be held in the 8% floor Auditorium of Harris Trust and Savings
Bank lccated at 115 South LaSalle, Chicago, lilinois on Tuesday, May 17, 2005, at
11 a.m. for the following purposes:

1.  To elect to the Board of Directors twelve directors to serve until the 2006
annual meeting

2. To raiify the appointment of Deloitte & Touche LLP as Allstate’s
independent public accountants for 2005

3. To consider one stockholder proposal, if properly presented.

In addition, any other business properly presented may be acted upon at the
meeting.

Please note that space limitations make it necessary to limit attendance to the
stockholder and one guest. Admission to the meeting will be on a first-come, first-
served basis. Registration and seating will begin at 9:45 a.m. Each stockholder may
be asked to present picture identification. Stockholders holding Allstate stock
through a bank, brokerage or other nominee account are asked to bring their
account statement showing ownership as of the record date, March 18, 2005.
Cameras, recording devices or other electronic devices will not be allowed in the
meeting.

Allstate began mailing this annual report, proxy statement, proxy cards and/or

voting instruction forms to its stockholders and to participants in its profit sharing
fund on March 25, 2005.

By Order of the Board,

7

Robert W. Pike
Secretary
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Proxy and Voting Information

Who is asking for your vote and why

The annual meeting will be held only if there is a quorum, which means that a majority of the
outstanding common stock entitled to vote is represented at the meeting by proxy or in person. If you
vote before the meeting or if you attend the meeting in person, your shares will be counted for the
purpose of determining whether there is a quorum. To ensure that there will be a quorum, the Allstate
Board of Directors is reguesting that you vote before the meeting and allow your Allstate stock to be
represented at the annual meeting by the proxies named on the enclosed proxy card/voting instruction
form. Voting before the meeting will not prevent you from voting in person at the meeting. If you vote in
person at the meeting, your previous vote will be automatically revoked.
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Who can vote

You are entitled to vote if you were a stockholder of record at the close of business on March 18,
2005. On March 18, 2005, there were 673,684,080 Allstate common shares outstanding and entitied to
vote at the annual meeting.

How to vote

If you hold your shares in your own name as a record holder, you may instruct the proxies how to
vote your shares in any of the following ways:

® By using the toli-free telephone number printed on the proxy card/voting instruction form

# By using the [nternet voting site and instructions listed on the proxy card/vating instruction
form

® By signing and dating the proxy card/voting instruction form and mailing it in the enclosed

postage-paid envelope, or by returning it to The Alistate Corporation, c/o ADP, 51 Mercedes
Way, Edgewcod, N.Y. 11717

You may vote by telephone or Internet 24 hours a day, seven days a week. If you vote using the
Internet, sucn votes are valid under Delaware law.

If you hold your shares through a bank, broker, or other record holder, you may vote your shares by
following the instructions they have provided.

How votes are counted and discretionary voting authority of proxies

When you vote you may direct the proxies to withhold your votes from particular director nominees.
With respect to each of the other items, you may vote “for” or “against,” or you may “abstain” from
voting. if you do not indicate how your shares should be voted on a matter, the shares represented by
your signed proxy card/voting instruction form will be voted as the Board of Directors recommends.

The twelve nominees who receive the most votes will be elected to the open directorships even if
they get less than a majority of the votes. For any other item to be ratified or approved, a majority of the
shares present at the meeting and entitled to vote on the item must be voted in favor of it.

Abstention with respect to items 2 and 3 will be counted as shares present at the meeting and will
have the effect of a vote against the matter. Broker non-votes (that is, if the broker holding your shares in
street name does not voie or does not have the authority to vote with respect to a matter) and shares as

to which proxy authority is withheld will not be counted as shares entitled to vote on the matter and will
have no effect on the outcome of the vote.
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If you use the telephone, the Internet, or the proxy card/voting instruction form to allow your shares
to be represented at the annual meeting by the proxies but you do not give voting instructions, then the
proxies will vote your shares on the matters set forth in this proxy statement as follows:

® For all of the nominees for director listed in this proxy statement

® for the ratificaticn of the appointment of Deloitte & Touche LLP as Allstate’s independent
public accountants for 2005

® Against the stockholder proposal for cumulative voting in elections of directors

How to change your vote

Before your shares have been voted at the annual meeting by the proxies, you may change or revoke
your vate in the following ways:

® Voting again by telephone, by Internet or in writing
® Attending the meeting and voting your shares in person

Unless you attend the meeting and vote your shares in person, you should use the same method as
when you first voted—telephone, Internet or writing. That way, the inspectors of election will be able to
identify your latest vote.

Confidentiality

All proxies, ballots and tabulations that identify the vote of a particular stockholder are kept
confidential, except as necessary to allow the inspector of election to certify the voting resuits or to meet
certain legal requirements. A representative of IVS Associates, Inc. will act as the inspector of election
and will count the votes. The representative is independent of Allstate and its directors, officers and
employees.

Comments written on proxy cards, voting instruction forms or ballots may be provided to the
Secretary of Allstate with the name and address of the stockholder. The comments will be provided
without reference to the vote of the stockholder, unless the vote is mentioned in the comment or unless
disclosure of the vote is necessary to understand the comment. At Allstate’s request, the tabulation agent
may provide Allstate with a list of stockholders who have not voted and periodic status reports on the
aggregate vote. These status reports may include breakdowns of vote totals by different types of
stockholders, as fong as Allstate is not able to determine how a particular stockholder voted.

Profit Sharing Fund Participants

If you hold Allstate common shares through The Savings and Profit Sharing Fund of Allstate
Employees, your proxy card/voting instruction form for those shares will instruct the profit sharing fund
trustee how to vote those shares. If you are an employee who received your annual meeting materials
electronically, and you hold Allstate common shares both through the profit sharing fund and also directly
as a registered shareholder, the voting instructions you provide electronically on the proxy card/voting
instruction form will be applied to both your profit sharing fund shares and your registered shares. If you
return a signed proxy card/voting instruction form or vote by telephone or the Internet on a timely basis,
the trustee shall vote as instructed for all Allstate common shares allocated to your profit sharing fund
account unless to do so would be inconsistent with the trustee’s duties.

If your voting instructions are not received on a timely basis for the shares allocated to your profit
sharing fund account, those shares will be considered “unvoted.” If you return a signed proxy card/voting
instruction form but do not indicate how your shares should be voted on a matter, the shares represented
by your signed proxy card/voting instruction form will be voted as the Board of Directors recommends.




The trustee will vote all unvoted shares and all unallocated shares held by the profit sharing fund as
follows:

® [f the trustee receives instructions (through voting instruction forms or through telephonic or
Internet instruction) on a timely basis for at least 50% of the votable allocated shares in the
prefit sharing fund, then it will vote all unvoted shares and unallocated shares in the same
proportion and in the same manner as the shares for which timely instructions have been
received, unless to do so would be inconsistent with the trustee’s duties.

® if the trustee receives instructions for less than 50% of the votable shares, the trustee shall
voie all unvoted and unallocated shares in its sole discretion. However, the trustee will not
use its discretionary authority to vote on adjournment of the meeting in order to solicit further
proxies.

Profit sharing fund votes receive the same level of confidentiality as all other votes. You may not vote
the shares allocated to your profit sharing fund account by attending the meeting and voting in person.
You must instruct The Northern Trust Company, as trustee for the profit sharing fund, on how you want
your profit sharing fund shares voted.
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i You Receive More Than One Proxy Card/Voting Instruction Form

If you receive more than one proxy card/voting instruction form, your shares are probably registered
in more than one account or you may hold shares both as a registered stockholder and through The
Savings and Profit Sharing Fund of Allstate Employees. You should vote each proxy card/voting instruction
form you receive.

Annual Report and Proxy Statement Delivery

Allstate has adopted the “householding” procedure approved by the Securities and Exchange
Commission that allows us to deliver one proxy statement and annual report to a household of
stockholders instead of delivering a set of documents to each stockholder in the household. This
procedure is more cost effective because it reduces the number of materials to be printed and mailed.
Stockholders who share the same last name and address, or where shares are held through the same
nominee or record holder (for example, when you have muiltiple accounts at the same brokerage firm),
will receive one proxy statement and annual report per address unless we receive, or have received,
contrary instructions. Stockholders will continue to receive separate proxy cards/voting instruction forms
to vote their shares.

If you would like to receive a separate copy of the proxy statement and annual report for this year,
please write or call us at the following address or phone number: Investor Relations, The Allstate
Corporation, 3075 Sanders Road, Suite G2C, Northbrook, IL 60062-7127, (800) 416-8803. Upon receipt of
your request, we will promptly deliver the requested materials to you.

If you and other Allstate stockholders of record with whom you share an address currently receive
multiple sets of the proxy statement and annual report, and you would like to receive only a single copy
of each in the future, please contact ADP by calling (800) 542-1061 or by writing to ADP Householding
Department, 51 Mercedes Way, Edgewood, NY 11717. If you hold your shares in street name (that is,
through a bank, brokerage account or other record holder), please contact your bank, broker or other
record holder 10 request information about householding.

You may also revoke your consent to householding by contacting ADP at the phone number and
address listed above. You will be removed from the householding program within 30 days of receipt of
the revocation of your consent.



minniini Ain,

Corporate Governance Practices

Allstate has strong corporate governance practices. It firmly believes that the Company's continued
commitment to corporate governance best practices is critical to its goal of driving sustained shareholder
value,

Code of Ethics

Allstate is committed to operating its business with honesty and integrity and maintaining the
highest level of ethical conduct. These absolute values of the Company are embodied in its Code of
Ethics and require that every customer, employee and member of the public be treated accordingly.
Allstate’s Code of Ethics applies to all employees, including the Chief Executive Officer, the Chief Financial
Officer, the Controller, other senior financial and executive officers as well as the Board of Directors. The
Code is available on the Corporate Governance portion of the Company’s website, alistate.com, and is
also available in print upon request made to the office of the Secretary, The Alistate Corporation, 2775
Sanders Road, Suite F-8, Northbrook, lllinois 60062-6127.

Determinations of Independence of Nominees for Election

The Board of Directors has determined that each nominee for election, with the exception of
Mr. Liddy in his capacity as Chief Executive Officer, is independent according to applicable law, the listing
standards of the New York Stock Exchange and the Director Independence Standards adopted by the
Board of Directors and posted on the Corporate Governance portion of the Company’s website,
allstate.com. The Board determined that the following categories of relationships with the Company are
among those that would not be considered to interfere with the director's exercise of independent
judgment and would not, to the extent consistent with applicable law or regulation and Section 3 of
Allstate’s Corporate Governance Guidelines, disqualify a director or nominee from being considered
independent.

Categorical Standards of Independence

® Ownership of less than 5% (i) of the outstanding common stock of The Allstate Corporation or
(i) of any other securities issued by the Alistate Group®;

® Relationship arising from the ownership by the director, or any entity in which the director is an
employee, director, partner, shareholder or officer, of an interest in any standard-form insurance
policy or other financial product offered by the Allstate Group;

@ Relationship as an employee, director, partner, shareholder or officer of a company that provides
services as a commen contract carrier (including any airline) or public utility at rates or charges
fixed in conformity with law or governmental authority or negotiated at arm’s length;

o Relationship as an employee, director, partner, shareholder or officer of a company (i) that provides
goods, property or services to the Allstate Group or (ii) to which the Allstate Group provides
goods, property or services, all in the ordinary course of business, where the aggregate payments
made by the Allstate Group do not exceed 2% of the other company's consolidated gross revenues
for its last fiscal year and the aggregate payments received by the Allstate Group do not exceed
2% of The Allstate Corporation’s consolidated gross revenues for its last fiscal year,

e Relationship as employee, director, partner, shareholder or officer of a firm, including an agency,
broker, bank or other financial services company, that distributes products of the Allstate Group in
the ordinary course of its business, provided that the aggregate annual commissions and other
fees paid by the Allstate Group to the firm do not exceed 2% of such firm's consolidated gross
revenues for its last fiscal year;

* In the Director Independence Standards, the term “Allstate Group” refers to The Allstate Corporation
and its consalidated subsidiaries.




@ Relationship as an employee, director, officer or trustee of a charitable entity to which the
aggregate amount of charitable contributions made by the Allstate Group and The Allstate
Foundation in any of the last three fiscal years of the charitable entity were less than the
greater of $1 million or 2% of such entity's consolidated gross revenues for such year; and

@ Relationship as an employee, director, partner, shareholder or officer of a company () in
which the Allstate Group makes investments or (jii) which invests in securities issued by the
Allstate Group or securities backed by any product issued by the Allstate Group, all in the
ordinary course of such entity’s investment business and on terms and under circumstances
similar to those available to or from entities unaffiliated with such director or nominee.

Board Structure, Meetings and Board Committees

The Board has 12 directars and three committees. The following table identifies each committee, its
members and the number of meetings held during 2004. Each committee operates under a written
charter that has been approved by the Board and that is available on the Corporate Governance portion
of the Company’s website, allstate.com. As stated above, the Board has determined that all members of
each of the committees are “independent” within the meaning of applicable laws, the listing standards of
the New York Stock Exchange and the Director Independence Standards. A summary of each committee’s
functions and responsibilities follows the table.
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The Board held six meetings during 2004. Each incumbent director attended at least 75% of the
Board meetings and meetings of committees of which he or she was a member. Attendance at Board and
commitiee meetings during 2004 averaged 98% for incumbent directors as a group.

Compensation and | Nominating and
Director Audit Succession Governance

F. Duane Ackerman »
James G. Andress P~
Edward A. Brennan

W. James Farrell

Jack M. Greenberg

Ronald T. LeMay

Edward M. Liddy

J. Christopher Reyes

H. John Riley, Jr.

Joshua 1. Smith

Judith A. Sprieser

Mary Alice Taylor

Number of Meetings in 2004
* Committee Chair
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Executive Ssssions of the Board

The independent directors meet in executive session regularly without management. When
independent directors meet in executive session, the leader is determined by the subject matter of the
session. If the subject is within the scope of authority of one of the standing committees, the chair of that
committee leads the executive session. Otherwise, directors who are not committee chairs are appointed
on a rotating basis to lead the executive session. The Board believes this practice provides for leadership
at all executive sessions without the need to designate a single lead director and it also provides an
opportunity for each director to assume the role of lead director over time.



Board Committees

Audit Committee

Allstate’s Board of Directors has established an audit committee in accordance with the requirements
of Section 3(a)(68)(A) of the Securities Exchange Act of 1934. As shown above, the Audit Committee is
chaired by Mr. Andress and includes Messrs. Ackerman, Greenberg, LeMay, Reyes and Smith,

Ms. Sprieser and Ms. Taylor. The Board has determined that each of Mr. Andress, Mr. Greenberg and
Ms. Sprieser is qualified as an audit committee financial expert, as defined in Regulation S-K, Item 401(h)
under the Securities Exchange Act of 1934 and each is independent under the listing standards of the
New York Stock Exchange. Ms. Taylor currently serves on the audit committees of more than three public
companies. The Board has determined, in light of Ms. Taylor's demonstrated exemplary attendance and

_active contributions to Allstate’s Audit Committee, and her status as retired from active management

positions, that this simultaneous service does not impair her ability te function as a member of the Audit
Committee.

The Audit Committee is responsible for, among other things, the selection, appointment and oversight
of the independent public accountants, including their compensation. The Audit Committee reviews
Allstate’s annual audited and quarterly financiai statements and recommends to the Board of Directors
whether the audited financial statements should be included in Form 10-K and in the annual report to
stockholders. In connection therewith, the Audit Commitiee examines Allstate’s accounting and auditing
principles and practices affecting the financial statements, and discusses with its independent auditors
those matters required to be discussed in accordance with the Public Company Accounting Oversight
Board’s generally accepted auditing standards, inciuding the requirements under Statement of Auditing
Standards No. 61 (Codification of Statements on Auditing Standards, AU §380) and Securities and
Exchange Commission Rule 2-07 of Regulation S-X and other matters as it deems appropriate. The Audit
Committee also reviews the scope of the audits conducted by the independent public accountants and
the internal auditors as well as the qualifications, independence and performance of the independent
public accountants. The Audit Committee is responsible for the review and approval of Allstate’s Code of
Ethics as well as the adoption of procedures for the receipt, retention and treatment of complaints
regarding accounting, internal accounting controls and auditing matters. The Audit Committee conducts
independent inquiries when deemed necessary by the Committee to discharge its duties. The Audit
Committee has the authority to retain independent outside counsel, accountants and other advisers to
assist it in the conduct of its business. The Audit Committee also conducts an annual review of its

perfermance and its charter.

The Audit Committee provides functional oversight to Allstate’s Internal Audit Department. The
Internal Audit Department provides independent and objective assurance and consulting services that are
used to assure a systemic, disciplined approach to the evaluation and improvement of effective risk

management, control and governance processes.

The Audit Committee charter is available on the Corporate Governance portion of the Company’s
website, allstate.com. The Audit Committee Report is included herein on page 33.

Compensation and Succession Commitiee

The Compensation and Succession Committee is chaired by Mr. Riley and includes
Messrs. Ackerman, Brennan, Farrell, Greenberg, LeMay, and Ms. Taylor. The Compensation and
Succession Committee is responsible for Allstate’s executive compensation program including among
other things, recommending executive officer salaries and compensation packages; equity incentives and
other executive benefit plans; and oversight responsibility for the Company’s salary administration
program for elected officers. In addition, the Compensation and Succession Committee annually reviews
the management organization and succession plans for Allstate, inciuding each of its significant operating
subsidiaries, and recommends nominees for certain officer positions. The Compensation and Succession
Committee advises the Board on the proxy statement for the annual meeting and provides the annual




report on executive compensation. The Compensation and Succession Committee conducts an annual
review of its performance and its charter. The Compensation and Succession Committee may retain
independent compensation consultants as needed in furtherance of its duties. The Compensation and
Succession Committee charter is available on the Corporate Governance portion of the Company's
website, allstate.com. The Compensation and Succession Committee’s Report is included herein beginning
on page 22.

Nomirating and Governance Committee

The Nominating and Governance Committee is chaired by Mr. Brennan, and includes
Messrs. Andress, Farrell, Reyes, Riley and Smith, and Ms. Sprieser. All members of the Nominating and
Governance Committee are independent under the listing standards of the New York Stock Exchange. The
Nominating and Governance Committee is responsible for the identification and recommendation of
nominees for election to the Board, as described in the Nomination Process for Election to the Board of
Directors section below. In connection with its selection process, the Nominating and Governance
Commitiee is responsible for recommending appropriate criteria and independence standards for
adoption by the Board. The Nominating and Governance Committee is responsible for making
recommendations with respect to the periodic review of the performance of the Chairman and Chief
Executive Officer as well as succession planning for the Board of Directors, including recommending
nominees for election as Chairman and Chief Executive Officer. The Nominating and Governance
Committee advises and makes recommendations to the Board on matters of corporate governance
including periodic reviews of the Company's Corporate Governance Guidelines, which are posted on the
Corporate Governance portion of the Company’s website, allstate.com. The Nominating and Governance
Commitiee determines the criteria to be used for the assessment of the Board’s performance and
oversees the assessment of the Board. The Committee also administers non-employee director
compensation. The Committee may retain independent consultants as needed to assist it with its
responsibilities. The Committee also conducts an annual review of its performance and its committee
charter. The Nominating and Governance Committee charter is available on the Corporate Governance
portion of the Company’s website, allstate.com.
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Nomination Process for Election to the Board of Directors

The Nominating and Governance Commitiee has responsibility for assessing the need for new Board
members to address specific requirements or to fill a vacancy. The Nominating and Governance
Committee initiates a search for a new candidate seeking input from the Chairman and other Board
members. The Nominating and Governance Committee may also retain a third party search firm if
necessary te identify potential candidates for electior. Nominees recommended by shareholders are
considered by the Nominating and Governance Committee in the same manner as all other candidates.
All candidates must meet the Board's Guidelines for Selection of Nominees for the Board of Directors, the
Company's Corporate Governance Guidelines and the Director Independence Standards, each of which are
posted cn the Corporate Governance portion of the Company’s website, allstate.com. Candidates who
meet the specific requirements and otherwise gualify for membership on the Board are identified and
contacts are initiated with preferred candidates. The full Board is kept apprised of the Committee’s
progress with its evaluations. The Nominating and Governance Committee meets to consider and approve
final candidates who are then presented to the Board for endorsement and approval. The invitation to join
the Board may be extended by the full Board, the Committee chairperson or the Chairman of the Board.
The Board is ultimately responsible for naming the nominees for election.

Shareholders may propose candidates to the Nominating and Governance Committee for its
consideration at any time of the year by writing to the office of the Secretary, The Alistate Corporation,
2775 Sanders Road, Suite F-8, Northbrook, lllinois 60062-6127.

Shareholders may also propose nominees at the annual meeting of shareholders, if adequate
advance notice as defined in Alistate’s bylaws is provided to the Secretary. Under the bylaws, if a
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shareholder wishes to nominate a candidate at the 2006 annual meeting of stockholders, he or she must
provide advance notice to Allstate that must be received between January 17, 2006 and February 16,
2006. The notice must be sent to the Secretary, The Allstate Corporation, 2775 Sanders Road, Suite F-8,
Northbrook, lilinois 60062-6127 and must contain the name, age, principal occupation, business and
residence address of the proposed nominee, as well as the number of shares of Allstate stock beneficially
owned by the nominee. The notice must also contain the name, address and number of shares of Allstate
stock beneficially owned by the stockholder proposing to make the nomination. A copy of these bylaw
provisions is available from the Secretary of Allstate upon request or can be accessed on the Corporate
Governance portion of Allstate’s website, allstate.com.

Shareholder Communications with the Board

The Board has established a process to facilitate communications by shareholders and other security
holders with its members as a group. Under the process, shareholders may send written communications
by mail or by e-mail to the Board. Communications received will be processed under the direction of the
General Counsel. The General Counsel reports regularly to the Nominating and Governance Committee on
all shareholder correspondence received that, in his opinion, involves functions of the Board or its
Committees or that he otherwise determines requires their attention. The shareholder communication
process was approved by a majority of the Board's independent directors and is posted on the Corporate
Governance portion of the Company's website, allstate.com.

Board Attendance Policy

It is expected that Allstate Board members make every effort to attend all meetings of the Board and
committees and actively participate in the discussion of the matters before them. It is also expected that
Board members make every effort to attend the annual meeting of stockholders. All of the incumbent
directors attended the annual meeting of stockholders in 2004.

Policy on Rights Plans

In 2003, the Board accepted the Nominating and Governance Committee’'s recommendation to
terminate the Rights Agreement previously adopted in 1999. The Board also adopted the following policy:

The Board shall obtain shareholder approval prior to adopting any shareholder rights plan; provided,
however, that the Board may act on its own to adopt a shareholder rights plan if, under the then
current circumstances, in the reasonable business judgment of the independent directars, the
fiduciary duties of the Board would require it to adopt a rights plan without prior shareholder
approval. The retention of any rights plan so adopted by the Board will be submitted to a vote of
shareholders as a separate ballot item at the next subsequent annual meeting of Alistate
shareholders and, if not approved, such rights plan will expire within one year after such meeting.

This policy is part of Allstate’s Corporate Governance Guidelines which are posted on the Corporate
Governance portion of Allstate’s website, allstate.com.

Allstate Charitable Contributions

Each year, The Allstate Foundation donates millions of dollars to support many deserving
organizations that serve our communities. The Nominating and Governance Committee reviews all
charitable donations and other relationships with any director-affiliated organization to ensure that any
and all transactions with director-affiliated charitable organizations are appropriate and raise no issues of
independence. No charitable contributions were made to any director-affiliated organization that
exceeded the greater of $1 million or 2% of the charitable organization's consolidated gross revenues far
any of the previous three fiscal years.




Compensation Committee Interlocks and Insider Participation

During 2004, the Compensation and Succession Committee consisted of Mr. Riley, Chairman,
Messrs. Ackerman, Brennan, Farrell, Greenberg, LeMay and Ms. Taylor. None is a current or former officer
or employee of Allstate or any of its subsidiaries. There were no committee interlocks with other
companies in 2004 within the meaning of the Securities and Exchange Commission’s proxy rules.

Directors’ Compensation and Benefits

The following details the compensation and benefits provided in 2004 to directors who are not
employees of Allstate or its affiliates (“non-employee directors™).

(]

Non-Employee Directors’ Compensation and Benefits %

Cash Compensation Equity Based Compensation ”;

Annual Grant of Restricted Stock Option for §

Retainer Fee® Stack Units™ Alistate Shares™ o

Board Membership $40,000 2,000 4,000

Committee Chairperson: $10,000
Committee Members: -0-

(@} Under the Equity Incentive Plan for Non-Employee Directors as amended and restated on November 8, 2004,
directors may elect to receive Allstate common stock in lieu of cash compensation. In addition, under Alistate's
Deferred Compensation Plan for Non-Employee Directors, directors may elect to defer directors’ fees to an account
that generates earnings based on: 1) the market value of and dividends on Allstate’s common shares (‘common
share equivalents™); 2) the average interest rate payable on 90-day dealer commercial paper; 3) Standard & Poor's
500 Compesite Stock Price Index (with dividends reinvested); or 4) a money market fund. No director has voting or
investment powers in comman share equivalents, which are payable solely in cash. Subject to certain restrictions,
amounts deferred under the Plan (together with earnings thereon) may be transferred between accounts and are
distributed in a lump sum or over a period not in excess of ten years.

(b) in November 2004, upon the recommendation of the Nominating and Governance Committee, the Board of
Directors amended the Equity Incentive Plan for Non-Employee Directors to provide for an annuai grant on
December 1% of 2,000 fully vested Restricted Stock Units (“RSU") instead of an annual grant of common stock
beginning with the December 1, 2004 grant. Each annual RSU grant provides for delivery of the underlying common
shares of Allstate upon the earlier af (i) the date of the director's death or disability and (i) one year after the date
on which the director no longer serves as a director of Allstate. The director shall have only the rights of a general
unsecured creditor of Allstate and shall have no rights as a shareholder with respect to the RSUs. Each RSU
includes a dividend equivalent right that entitles the director to receive a cash payment equal to dividends paid on
Alistate’s common stock. Directors who are elected to the Board between annual shareholder meetings are granted
a pro-rated number of fully vested RSUs on June 1% following the date of the director's initial election.

(c) Granted each June 1% at exercise prices equal to 100% of fair market value on the date of grant. (The fair market
value on June 1, 2004 was $43.98.) Directors who are elected to the Board between annual shareholder meetings
are granted an option for a pro-rated number of shares on the date of their election at an exercise price equal to
100% of value on the date of their election. Options granted before June 1, 2004 became exercisable in three
substantially equal annual installments, expire ten years after grant, and have a “reload” feature. Options granted on
and after June 1, 2004 contain all of the same terms except they no longer provide for the grant of a reload option
upon exercise. Upon mandatory retirement pursuant to the policies of the Board, the unvested portions of any
outstanding options fully vest. The options permit the option holder to exchange shares owned or have option
shares withheld to satisfy all or part of the exercise price. The vested portion of options may be transferred to any
immediate family member, to a trust for the benefit of the director or immediate family members, or to a family
limited partnership.

in connection with attending the annual off-site Board and committee meetings, the directors were
invited to include their spouses. The directors, and spouses who attended, were provided with small
commemorative gifts. The actual value and cost to the Company for the gifts provided in 2004 did
nat exceed $100 to each director and spouse. in addition, the largest actual cost of personal
benefits provided for spousal travel was approximately $2,200.00. The offsite meetings and related
special social gatherings provide directors with an opportunity to tearn more about fellow Board
members and Allstate executive officers, thus enhancing the cohesiveness and collegiality of the
Board and senior management members. This extended meeting also provides an opportunity for
Board access to senior management in accordance with the Corporate Governance Guidelines and
for succession planning evaluation.
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[tems to Be Voted On

ftem 1
Election of Directors

Each nominee was previously elected by the stockholders at Allstate’s Annual Meeting on May 18,
2004, and has served continuously since then. The terms of all directors will expire at this annual meeting
in May 2005. The Board of Directors expects all nominees named in this proxy statement to be available
for election. If any nominee is not available, then the proxies may vote for a substitute.

Consistent with evolving trends in corporate governance, while Mr. Liddy intends to complete his
current terms as a director of The Goldman Sachs Group, Inc., The Kroger Co. and 3M, he will not seek
re-election from at least one of these boards when his current and respective terms expire in 2006. In
addition, Mr. Farreli has announced his intention to relinquish his role as Chief Executive Gfficer of lllinois
Too! Works Inc. later this year, and retire as its Chairman in May 2006.

Information as to each nominee follows. Unless otherwise indicated, each nominee has served for at
least five years in the business position currently or mast recently held.

F. Duane Ackerman (Age 62)
Director since 1999

Chairman, President and Chief Executive Officer since 1998 of BellSouth
Corporation, a communications services company.

James G. Andress (Age 66)
Director since 1993

Chairman and Chief Executive Officer of Warner Chilcott PLC, a
pharmaceutical company, from February 1997 until his retirement in January 2000.
Mr. Andress is also a director of Dade Behring, Inc., Sepracor, Inc. and Xoma
Corporation. '

Edward A. Brennan (Age 71)
Director since 1993

Former Executive Chairman of AMR Corporation, parent company of
American Airlines, from April 2003 until May 2004. Mr. Brennan was Chairman of
the Board, President and Chief Executive Officer of Sears, Roebuck and Co. from
January 1986 until his retirement in August 1995. Mr. Brennan is also a director of
AMR Corporation, Exelon Corporation, McDonald’s Corporation, Morgan Stanley

and 3M Company.




W. James Farrefi (Age 62)
Director since 1999

Chairman since May 1996 and Chief Executive Officer since September 1995
of lllinois Tool Works Inc., a manufacturer of highly engineered fasteners,
-components, assemblies and systems. He is also a director of the Federal Reserve
Bank of Chicago, Kraft Foods Inc., Sears, Roebuck and Co. and UAL Corporation.

Jack M. Greenberg (Age 62)
Director since 2002

Chairman and Chief Executive Officer of McDonald’s Corporation from
May 1999 until his retirement on December 31, 2002. Mr. Greenberg is also a
director of Abbott Laboratories, First Data Corporation, Hasbro, inc. and
Manpower, Inc.

Ronpald T. LeMay (Age 59)
Director since 1999

Industrial Partner of Ripplewood Holdings, a private equity company, since
November 2003. Prior to that, Mr. LeMay served as Representative Executive
Officer from November 2003 until August 2004 and Interim President from
November 2003 until February 2004 of Japan Telecom Co., Ltd,, a
telecommunications company and a Ripplewood Holdings portfolio company.
Mr. LeMay previously served as President and Chief Operating Officer of Sprint
Corporation from QOctober 1997 until April 2003. He is also a director of Ceridian
Corporation and imation Carporation.

£dward M. Liddy (Age 59)
Director since 1999

Chairman, President and Chief Executive Officer of Allstate since
January 1999. Mr. Liddy is also a director of The Goldman Sachs Group, Inc., The
Kroger Co. and 3M Company.

J. Christopher Reyes (Age 51)
Director since 2002

Chairman since January 1998 of Reyes Holdings, L.L.C. and its affiliates, a

privately held food and beverage distributor. Mr. Reyes is also a director of
Fortune Brands, Inc., Tribune Company and Wintrust Financial Corporation.
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H. John Riley, Jr. (Age 64)
Director since 1998

Chairman and Chief Executive Officer since April 1996 of Cooper
industries Ltd., a diversified manufacturer of electrical products and tools and
hardware. Mr. Riley previously served as Chairman, President and Chief Executive
Officer of Cooper Industries Ltd., from April 1996 until August 2004. He is also a
director of Baker Hughes Inc.

Joshua I. Smith (Age 64)
Director since 1997

Chairman and Managing Partner since 1999 of The Coaching Group, a
management consulting firm. As part of the consulting business of The Coaching
Group, Mr. Smith was Vice Chairman and Chief Development Officer of iGate, Inc.,
a manufacturer of broadband convergence products for communications
companies from June 2000 through April 2001. Previously, Mr. Smith had been
Chairman and Chief Executive Officer of The MAXIMA Carporation, a provider of
technology systems support services, from 1978 until 2000. He is also a director of
Caterpillar, Inc. and Federal Express Corporation.

Judith A. Sprieser (Age 51)
Director since 1899

Chief Executive Officér since September 2000 of Transora, a technology
software and services company. Ms. Sprieser was Executive Vice President of Sara
Lee Corporation from 1998 until 2000 and also served as its Chief Financial
Officer from 1994 to 1998. She is also a director of Koh!'s Corporation, Reckitt
Benckiser, Transora and USG Corporation.

Mary Alice Taylor (Age 55)
Director since 2000

Ms. Taylor is currently an independent business executive. From July 2001 to
December 2001, Ms. Taylor accepted a temporary assignment with Webvan
Group, Inc., an Internet e-commerce company. Prior to that, Ms. Taylor was
Chairman and Chief Executive Officer of HomeGrocer.com, from September 1999
until October 2000. She is also a director of Autodesk, inc., Blue Nile, inc. and
Sabre Holdings Corporation.




ftem 2
Ratification of Appointment of Independent Public Accountants

The Audit Commitiee of the Board of Directors has recommended the selection and appointment of
Deloitte & Touche LLP as Allstate’s independent public accountants for 2005. The Board has approved the
Audit Committee’s recommendation. While not required, the Board is submitting the selection of
Deloitite & Touche LLP upon the Audit Committee’s recommendation, to the stockholders for ratification
consistent with its fong-standing prior practice. If the selection is not ratified by the stockholders, the
Audit Commitiee may reconsider its selection. Even if the selection is ratified, the Audit Committee may,
in its discretion, appoint a different independent public accountant at any time during the year if the
Committee determines a change would be in the best interests of Allstate and the stockholders.

The Audit Committee has adopted a Policy Regarding Pre-Approval of Independent Auditors’
Services. The Policy is attached as Appendix A to this Notice of Annual Meeting and Proxy Statement.
One hundred percent of the services provided by Deloitte & Touche LLP in 2004 and 2003 were
pre-approved by the Audit Committee.
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The following fees have been, or are anticipated to be, billed by Deloitte & Touche LLP, the member
firms of Deloitie Touche Tohmatsu, and their respective affiliates, for professional services rendered to
Alistate for the fiscal years ending December 31, 2004 and December 31, 2003.

2004 2003
Audit Fees™ $8,225,071 $8,094,315
Audit Related Fees® $ 579,653 S 619,315
Tax Fees® $ 108,175 S 145,189
All Other Fees® ) - § 297,086
Total Fees $8,912,899 $9,155,905

(1) Fees for audits of annual financial statements, reviews of quarterly financial statements, statutory audits, attest services,
comfort letters, consents and review of documents filed with the Securities and Exchange Commission.

(2) Audit Related Fees relate to professional services such as accounting consultations relating to new accounting
standards, due diligence assistance and audits and other aftest services for non-consolidated entities (l.e. employee
benefit plans, various trusts, The Allstate Foundation, etc.) and are set forth below.

2004 2003
Due Diligence S - $19,590
Audits and other Attest Services for Non-consolidated Entities $406,894  $484,210
Other $172,75¢  $115515
Audit Related Fees $579,653 $619,315

(3) Includes fees for tax compliance. Also includes fees for preparation of income tax returns for several current and former
Alistate employees who served in expatriate capacities.

(4) All Other Fees primarily include professional fees for consulting services related to non-financial information technology,
as well as fees for other consulting services:

2004 2003
Non-financial information
Technotogy Consulting S - $273,400
QOther $ -~ $ 23886
All Other Fees S — $297,086

Representatives of Deloitte & Touche LLP will be present at the meeting, will be available to respand
to questions and may make a statement if they so desire.

The Audit Committee and the Board of Directors unanimously recommend that stockholders
vote for the ratification of the appointment of Deloitte & Touche LLP as independent public
accountants for 2005 as proposed.
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Item 3
Stockholder Proposal on Cumulative Voting

Mr. William E. Parker, 6906 Village Parkway, Dublin, California, 94568, registered owner of 232 shares
of Allstate common stock as of November 17, 2004, intends to propose the following resolution at the
Annual Meeting. '

Resolved: That the stockholders of The Allstate Corporation, assembled at the annual meeting in person
and by proxy, hereby request the Board of Directors to take steps necessary to provide for cumulative
voting in the election of directors, which means each stockholder shall be entitled to as many votes as
shall equal the number of shares he or she owns multiplied by the number of directors to be elected, and
he or she may cast all such votes for a single candidate, or any two or more of them as he or she may
see fit.

Even before corporate accountability and integrity became a national issue, this proposal received strong
support from the shareholders. Since last year's annual meeting, The Corporate Library, an independent
research firm on corporate governance, has given The Allstate Corporation the grade of D for board
effectiveness in 2004. They stated, “While the company claims high levels of apparent compliance with
best practice standards, the reality is they are backed by a weak and ineffectual board.”

The Company’s financial performance is directly related to its corporate governance.

As | write this statement, the Equal Employment Opportunity Commission (EEOC) has filed two lawsuits
alleging violations of the Age Discrimination in Employment Act (ADEA). The Alistate Corporation is also
under investigation by various Federal and State regulating agencies for various questionable business
practices. These practices can have a significant impact on the profitability of the company costing it
hundreds of millions of dollars in lost stockholder value.

Currently, the company's Board of Directors is composed entirely of management nominees.

Cumulative voting increases the possibility of electing independent-minded directors that will properly
report the financial condition of the company and enforce management's accountability to shareholders
and the public at large.

The company's standard argument that adoption of cumulative voting will lead to the election of
dissidents to the board that will only represent the special interest is misleading because new board
members would also have & fiduciary duty to act in the best interest of all shareholders.

Please help the stockholders influence good corporate governance by voting “YES” on this
resolution.

The Board unanimously recommends that stockholders vote against this proposal for the
following reasons:

Allstate’s stockholders have rejected this propasal at the last seven annual meetings. The Board
continues to believe that cumulative voting is not in the best interests of Allstate or its stockholders.

The Board believes the best way to elect an independent board that represents the interests of all
Allstate stockholders and not a particular interest group is by the current method of electing all directors
annually, where each stockholder is entitied to one vote per share for each director nominee.

Cumulative voting is undesirable because it may be used for the election of one or more directors by
a special interest group of stockholders. A special interest group may seek to have such directors
represent its unique interests, rather than the interests of the stockholders as a whole.




The proponent suggests this would not happen because each director has a fiduciary duty to act in
the best interests of all stockholders. Nevertheless, cumulative voting creates a situation where a director
may feel beholden to a particular stockholder constituency and not to stockholders as a whole, which
may lead tc partisanship among the directors. Such partisanship and voting on behalf of special interests
could interfere with the effectiveness of a board and be contrary to the interests of Alistate and its
stockholders as a whole.

The proponent claims Allstate’s Board is composed of management nominees. In fact, all nominees
have been evaluated and recommended for election by the Nominating and Governance Committee,
which is comprised solely of independent, non-employee directors. The Committee recommends nominees
who are highly qualified and reflect a diversity of experience and viewpoints. Allstate’s bylaws provide a
means for stockholders to recommend candidates for election to the Board of Directors. The process for
recommending nominees is, and has been, published in each of Allstate’s annual proxy statements. This
year, the process is described above on page 7 and is also available on the Corporate Governance
portion of the Company’s website, allstate.com.
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The Board is proud of the fact that, ever since Allstate’s spin-off from Sears in 1995 and long before
corporate accountability and integrity gained national media attention, all Board members have been
non-employees, with the sole and typical exception of the Chairman of the Board and Chief Executive
Officer. Continuing that tradition, all of the current nominees and incumbent directors, except the
Chairman, are independent. None of them has any material relationship to Allstate or its management.

The Beard is also proud of its record with respect to corporate governance. Allstate’s Board has
remained vigilant in its aftention to developments in the corporate governance arena to ensure that its
practices continue to meet the highest standards of ethical corporate best practices.

Alistate’s corporate governance practices have been favorably reviewed by prominent governance
ratings services including Moody’s Investors Service (Moody's), Institutional Shareholder Services (ISS), a
leading provider of proxy voting and corparate governance services, and GovernanceMetrics, International
{GM1), an independent research and ratings agency that analyzes corporate governance and corporate
accountability issues.

As of February 14, 2005, Alistate was rated by ISS as outperforming 93.9% of the companies in the
S&P 500 index, and 96.0% of its peer insurance industry group with respect to corporate governance
practices. 1SS analyzes 7,500 companies worldwide, using 61 criteria to determine a company's corporate
governance quotient that compares a company to its market peer group and industry peer group.

Alistate also received a favorable assessment from Moody’s in December 2004. In its Corporate
Governance Assessment of Allstate, Moody's highlighted that Allstate “has had strong corporate
governance practices in place” since it became a public company, and “adopted early many practices that
have only recently become the corporate norm.”

On August 8, 2004, GMI rated Allstate 8.5 out of 10, well above what it regards as an average score
of 6.0 to 7.0. GMI rates companies relative to the other companies in GMI's research universe and rates
approximately 2,600 global companies overall.

The Board believes the Corporate Library's rating of Allstate’s governance, cited by the proponent, is
not indicative of Allstate’s governance practices and performance. The Corporate Library admits that its
proprietary rating “is not based on compliance with conventional best practice standards” but is derived
from the presence of absence of what it believes are “statistically significant indicators of relative board
strength or weakness." The Board fundamentally disagrees with the analysis and conclusions drawn by
The Corporate Library and will continue to adhere to exemplary best practices in corporate governance.

The proponent also attempts to seek support for his proposal by referring to various litigation
matters. As a large, well-known public company, Allstate is a target of a number of class action lawsuits
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and other types of litigation. Allstate is vigorously defending these lawsuits and remains committed to
conducting its business in compliance with the law and to cooperating with the state and federal
agencies that regulate its business.

Finally, the proponent states that a company's financial performance is directly related to its
corporate governance. The Board agrees that a company's corporate governance practices can impact its
financial performance. In Alistate’s case, the Board believes the Company’s corporate governance
practices are excellent. In addition, based on Allstate’s results in 2004 and over the long term, the Board
believes it has demonstrated its commitment to providing exceptional value to our stockholders. For more
information on total shareholder return, please refer to the Stock Performance Graphs beginning on
page 30 below.

Therefore, the Board believes no compelling reason exists to adopt cumulative voting. The Board
continues to believe cumulative voting can lead to inherent conflicts for directors elected by a minority
group of stockholders and may undermine the Board's ability to work together effectively in the best
interests of all stockholders, and not a select few.

For the reasons stated above, the Board recommends a vote against this proposal.




Executive Compensation

The following Summary Compensation Table sets forth information on compensation earned in 2002,

2003 and 2004 by Mr. Liddy (Allstate’s Chief Executive Officer) and by each of Allstate’s four most highly
compensated executive officers (with Mr. Liddy, the “named executive officers™).

Summary Compensation Table

Annual Compensation Long Term Compensation
Awards Payouts
Restricted  Securities e
Other Annual Stock Underlying LTIP All Other @
Name and Salary Bonus Compensatlon Award(s) Optlons/SARs ayouts Compensanon £
Principzi Position Year ) Hm %)@ $)® (#)® ¥)m Eé
Edward M. Liddy 2004 1,119,893 3,677,834 106,592 1,838,400 272,000 2,325,000 10,351 0
(Chairman, President and Chief 2003 1,078,746 3,883,488 63,346 2,256,380 272,000 4,806,935 10,080 >
Executive Officer) 2002 1,083,747 3,101,250 59,333 -0- 550,000 -0- 10,080 o
=9
Danny L. Hale 2004 540,003 1,182,173 3,502 477,884 70,300 -0- 10,351
(Vice President and Chief 2003 517,391 1,341,739 273,668 1,558,498 173,000 162,934 10,079
Financial Officer)
Ronald D. McNeil 2004 450,000 931,014 710 326,316 48,200 240,000 10,351
{Alistate Protection Product 2003 421,877 703,785 710 381,360 50,000 476,889 10,043
Distribution) 2002 400,000 465,752 810 ~0- 97,000 -0- 10,028
Robert W. Pike 2004 524,628 1,148,515 710 459,600 68,100 282,000 10,351
(Vice President and Secretary) 2003 503,625 1,208,700 710 565,684 68,000 581,175 10,123
2002 484,250 847,438 1,325 -0- 136,000 -0~ 10,123
Thomas J. Wilson, 11 2004 652,752 1,736,347 1,607 657,228 97,100 388,500 10,285
(President, Allstate Protection) 2003 624996 1,293,291 1,288 838,992 126,845 845,066 10,028
2002 555,251 622,563 2,734 -0~ 167,000 -0- 10,019
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Amounts earned under Allstate’s Annual Covered Employee Incentive Compensation Plan are paid in the year following

performance. In 2004, the shareholders approved an amended Plan that included an increase in the maximum individual award
opportunity from $3.0 million to 5.5 million. The amounts shown as earned by Mr. Liddy in 2002 and 2003 that exceeded the
$3.0 million maximum were automatically deferred and will be paid pursuant to the terms of The Allstate Corporation Deferred
Compensation Plan which is deseribed below on page 26. The amount paid to Mr. Hale in 2003 included a net of taxes sign-on
bonus of $100,000 that he received in connection with joining Allstate in January 2003.

Amounts attributable to Mr. Liddy for 2004 include $80,616 for the incremental cost to the Company, net of tax benefits, for
Mr. Liddy’s personal use of the corporate aircraft pursuant to the Board's request to senior management to maximize use of the
aircraft to cope with emergency and other special situations and avoid the risks of commercial air travel. This amount also
reflects the lost tax deduction as a result of the American Jobs Creation Act of 2004, Valuation of personal corporate jet use in
2002 and 2003 was revised to utilize incremental cost valuation and, where the total perquisite amounts exceeded the required
disclosure threshold, they are included in the table above. Amounts attributed to Mr. Liddy for 2003 and 2002 included $36,429,
and $32,684, respectively for personal use of the corporate aircraft. Other perquisites include a cellular phone, car service,
spousal travel, tax preparation services, financial planning services and the choice of a company car or car allowance. Except
for Mr. Liddy, the aggregate value of these benefits for each of the named executive officers did not exceed the lesser of
$50,000 or 10 percent of their respective 2004 salary and bonus. Amounts attributed to Mr. Hale for 2003 include $167,637 for
relocation-related payments in connection with his joining Allstate, including tax gross-up payments payable on the relocation
expense. IVir. Hale also received a tax-gross up payment related to his sign-on bonus. The remainder of the amounts for each
of the named executives represents tax gross-up payments attributed to income taxes payable on certain travel benefits and
tax return preparation fees.

The grant date value of the 2004 restricted stock award shares held by the named executive officers is provided in the table
above. Each restricted stock award is granted at the fair market value of Allstate common stock on the date of grant. The table
below shows the value of all restricted stock awards held by the named executive officers at the December 31, 2004 closing
price of $561.72 per share. The 2004 restricted stock awards vest in total on February 14, 2008. The value of prior awards of
restricted shares to the named executive officers is shown below and includes the value of restricted stock awards made in
2003 that vest in total in 2007. In addition, Mr. Hale received an award of restricted stock when he joined Allstate in

January 2003. Mr. Hale's award vests in total on January 7, 2007. Dividends are paid on the restricted stock shares in the same
amount and at the same time as dividends paid to all other owners of Allstate common stock.

Restricted Shares Aggregate of all

from Prior Awards Restricted Shares  Restricted Stock holdings
Named Executive Officer Held as of 12/31/04 Granted in 2004 at 12/31/04 Market Value
Edward M. Liddy 71,000 40,000 $5,740,920
Danny L. Hale 44,100 10,400 $2,818,740
Ronald D. icNeil 12,000 7,100 $ 987,852
Robert W. Pike 17,800 10,000 $1,437,816
Thomas J. Wilson, Il 26,400 14,300 $2,105,004
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The 2004 aption awards are set forth below in detail in the table titled “Option/SAR Grants in 2004

Amounts earned under Allstate’s Long-Term Executive Incentive Compensation Plan are paid in the year following the end of
the performance cycle. In 2004, the shareholders approved an amended Plan that included an increase in the maximum
individual award opportunity from $3.5 million to $6.0 million. The amount shown as eamned by Mr. Liddy in 2003 that exceeded
the $3.5 million maximum was automatically deferred and will be paid pursuant to the terms of The Allstate Corporation
Deferred Compensation Pian.

Each of the named executive officers participated in group term life insurance and in Allstate’s profit sharing plan, a qualified
defined contribution plan sponsored by Allstate. The amounts shown represent the premiums paid for the group term life
insurance by Allstate on behalf of each named executive officer and the value of the allocations to each named executive's
account as employer matching contributions to the profit sharing plan.

Option/SAR Grants in 2004

du

The following table is a summary of all Allstate stock options granted to the named executive officers
ring 2004. Individual awards are listed separately. In addition, this table shows the present value of the

stock options on the grant date:

Number of Securities 9% of Total Exercise or

Underlying Options/SARs Granted to  Base Price  Expiration Grant Date
Name Options/SARs Granted!™ All Employees in 2004 (per share) Date Present Value($)®
Edward M. Liddy 272,000 6.37 $45.96 2/6/14 3,299,360
Danny L. Hale 70,300 1.65 $45.96 2/6/14 852,739
Ronald D. McNeil 48,200 1.13 $45.96 2/6/14 584,666
Robert W. Pike ' 68,100 1.59 $45.96 2/6/14 826,053
Thomas J. Wilson, |1 97,100 227 $45.96 2/6/14 1,177,823

(1) These options become exercisable in four annual installments on the anniversary of the grant date, were granted with an
exercise price equal to the fair market value of Allstate’s common stack on the date of grant, expire ten years from the
date of grant, and include tax withholding rights. Tax withholding rights permit the option holder to elect to have shares
withheld to satisfy minimum federal, state and local tax withholding requirements. The options permit the option hoider
to exchange shares owned (by actual physical delivery or by attestation) to satisfy all or part of the exercise price. The
vested portions of all the options may be transferred during the holder's lifetime to any defined family member, to a trust
in which the family members have more than fifty percent of the beneficial interest, to.a foundation in which the family
members (or the option holder) control the management of assets, and to any other entity in which the family members
{or option holder) own more than fifty percent of the voting interests.

(2) Grant date present value was determined using the Black-Scholes Model, which is a mathematical formula widely used
to value exchange-traded options. Stock options granted by Allstate, however, are long-term and subject to vesting
restrictions, while exchange-traded options are short-term and can be exercised or sold immediately in a liquid market.
The Black-Scholes Madel relies on several key assumptions to estimate the present value of options, including the
volatility of, and dividend yield on, the security underlying the option, the risk-free rate of return on the date of grant,
and the estimated time period until exercise of the option. In calculating the grant date present values set forth in the
table, the volatility was based on stock prices for the six-year period preceding the grant dates, the dividend yield was
based on an annual dividend rate in effect at the time the options were granted, the risk-free rate of return was the
then current rate on a Treasury note with a maturity equal to the average life of an Allstate option, and the estimated
time period was equal to the six-year average life of an option. The following assumptions were used in the table:

Black-Scholes Model Assumptions

Risk-Free Average
Grant Date Expiration Date  Volatility Dividend Yield Rate of Return  Time Period

2/6/04 2/6/14 30.0% 2.10% 3.18% 6.0 years




Optior: Exercises in 2004 and Option Values cn December 31, 2004

The following table shows Allstate stock options that were exercised during 2004 and the number of
shares and the value of awards outstanding as of December 31, 2004 for each named executive officer:

Number of Securities
Underlying Unexercised
Options/SARs at

Value of Unexercised
In-the-Money Options/SARs

Acgl'.‘i?-e'?me Vaiue 12/31/05 (#) at 12/31/04 ($)
Name Exercise (#) Realized ($) Exercisable Unexercisable  Exercisable Unexercisable
Edward M. Liddy 543,830 17,122,730 1,752,344 851,000 29,560,455 11,730,825
Danny L. Hale ~0- -0~ 18,250 225,050 365,639 2,884,023
Ronald D. MicNeil 58,026 486,140 291,587 151,826 4,897,785 2,100,620
Robert W. Pike 105,030 1,746,103 293,667 209,753 3,830,065 2,896,430
Thomas J. Wilson, 1 -0- -0~ 571,464 301,802 9,436,274 4,148,994

(1) Value is based on the $51.72 closing price of Allstate common stock on December 31, 2004, minus the exercise price.
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Long-Term: [centive Plan Awards in 2004

The following table details the awards made to the named executive officers in 2004 under the
Long-Term Executive Incentive Compensation Plan. Awards represent a potential cash incentive to be paid
in the year following the completion of a three-year performance cycle to the extent the performance
goals are achieved.

Estimated Future Payouts Under

Number of Shares, Non-Stock Price-Based Plans ($)("

Units or Other Performance or Other

Name Rights (#) Period Until Payout Threshold Target Maximum
Edward M. Liddy 1,689,494 1/1/04-12/31/06 -0- 1,689,494 5,068,481
Danny L. Hale 420,000 1/1/04-12/31/06 ~-0- 420,000 1,260,000
Ronald D. McNeil 315,000 1/1/04-12/31/06 -0~ 315,000 945,000
Robert W. Pike 406,800 1/1/04-12/31/06 -0~ 406,800 1,220,400
Thomas J. Wilson, I 624,996 1/1/04-12/31/06 ~-0- 624,996 1,874,988

(1) Target awards are set for participants at the beginning of each cycle based on a percentage of annual salary at the
beginning of the cycle. There are three performance goals for the 2004-2006 cycle. The first performance goal comprises
50% of the total potential award and is based on an adjusted return on average equity measure compared to the three-
year average return on average equity of a group of peer property/casualty and life companies. No payment based on
the return on equity goal will be made unless the adjusted return on equity exceeds the average risk free rate of return
on three-year Treasury notes over the three-year cycle, plus 200 basis points. The second performance goal is a
measurement of growth in policies in force, a key measurement used in the property/casualty insurance business. This
goal is weighted to account for 25% of the total potential award. The third performance goal is based on a measurement
of growth in premiums and deposits in the Allstate Financial business unit, which is a key measurement used in the life
insurance business. If the maximum level of performance is achieved for all three performance goals, the award would
be 300% of the participant’s target award.

Pension Plars

The Alistate Retirement Plan is a funded, tax-qualified, non-contributory, defined benefit pension pian
that provides a retirement benefit to certain employees, including the named executive officers. The
following table shows the estimated total annual benefits payable to each of the named executive
officers, excluding Mr. Hale, upon retirement, pursuant to the final average pay benefit formulas under the
Allstate Retirement Plan and the unfunded Supplemental Retirement Income Plan combined, based on the
specific eligible compensation and years of credited service. Benefits shown below are based on
retirement at age 65 and selection of a straight life annuity payment option.
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Pension Plan Table—Final Average Pay Benefit

Years of Service
Remuneration 15 20 25 30 35

(Eligible Compensationy ~ ~ =~ , e
000 $325000 - § 434000 § 542000 | S 60BOOO.

$ 655,000 S 874,000 $1,092,000 $1,224,000

.5:/820,000 - $1,367,000  $1,532,000

$1,642,000 $1,840,000
51,315,000 754000 52192000 - 1$2456,000
$1,645,000 $2,194,000 $2,742,000 $3,072,000

$ 985,000

'$1.975,000 1, . $2/634000 $3292000 - ' $3,688,000,

As of December 31, 2004, Messrs. Liddy and Wilson had 17 and 12 years, respectively, of combined
Allstate/Sears, Roebuck and Co. service and Messrs. Hale, McNeil and Pike had 2, 28, and 32 years of
service, respectively, with Allstate. As a result of their prior Sears service, a portion of Mr. Liddy's and
Mr. Wilson’s retirement benefits will be paid from the Sears Plan. Only annual salary and annual bonus
amounts, as reflected in the Summary Compensation Table, are considered eligible compensation in
determining retirement benefits. Annual retirement benefits are generally payable monthly and benefits
accrued from January 1, 1978 through December 31, 1988 are reduced by a portion of a participant’s
estimated social security benefits. Effective January 1, 1989 the retirement benefit calculation was
integrated with the employee’s social security wage base. Under the final average pay benefit formula,
benefits are computed on the basis of a participant’s years of credited service (generally limited to
28) and average annual compensation over the participant’s highest five successive calendar years of
earnings out of the ten years immediately preceding retirement. Retirement benefits payable under the
Allstate Retirement Plan final average pay benefit formula are earned and stated in the form of a straight
life annuity payable beginning at age 65, which is the normal retirement date. Other actuarially equivalent
survivor annuity forms of payment, and a lump sum option, are available.

The pension plan formula changed to a cash balance approach effective January 1, 2003 for eligible
employees hired after August 1, 2002. Mr. Hale, who joined Allstate in January 2003, earns benefits under
the cash balance benefit formula, which allocates pay credits (a2 percentage of participants’ eligible
annual salary and bonus) and interest credits to a participant’s hypothetical cash balance account. Pay
credits, in the form of a lump sum, are determined based on years of vesting service shown in the
following table.

Pension Plan Table—Cash Balance Benefit

Years of Vesting Service Pay Credits
Less than 1 year 0%
1 year but less than 5 years 2.5%
5 years but less than 10 years 3.0%
10 years but less than 15 years 4.0%
15 years, but less than 20 years 5.000
20 years, but less than 25 years 6.0%
25 years or more 7.0%
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Interest credits are based on the applicable interest rate under the Internal Revenue Code. Currently
the plan uses the average 30-year Treasury Bond rate in effect for August for the preceding plan year, as
published by the Internal Revenue Service. A participant’s cash balance benefit is payable upon
termination of employment. Retirement benefits under the cash balance formula are stated in the form of
a lump sum, although actuarially equivalent annuity forms of payment are also available. The estimated
total annuai benefit payable to Mr. Hale upon naormal retirement at age 65 from both the Alistate
Retirement Income Plan and the Supplemental Retirement Income Plan, expressed as a straight life
annuity based on a 6% interest crediting rate and using current compensation assumptions, is $16,756.

The Supplemental Retirement Income Plan will pay the portion of the benefits shown in the final
average pay benefit table above that exceeds Internal Revenue Code limits or is based on compensation
in excess of Internal Revenue Code limits. Under the cash balance benefit formula, pay credits and
interest credits earned on compensation in excess of Internal Revenue Code limits will be paid from the
Supplemental Retirement Income Plan. All benefits from the Supplemental Retirement Income Plan are
paid as a lump sum. Under both the final average pay and cash balance benefit formulas, participants are
generally vested after five years of service.

-
=
=
£
[
&
T
S
N
>
>
o
1)
a

Mr. Liddy also has been covered under an arrangement whereby he will receive a pension
enhancement that assumes an additional five years of age and service under the final average pay
formula through age 61, payable from a nonqualified pension plan upon termination, retirement, death or
change of control. At age 62 and after, the enhancement is based on the maximum credited service
under the final average pay benefit formula. This enhancement is payable upon death and is considered
to be a supplemental retirement plan in the event of a change of control.

Change of Control Arrangements

The named executive officers have agreements in place which provide for severance and other
benefits upon a “change of control” involving Allstate. In general, a change of control is one or more of
the following events: 1) any person acquires more than 20% of Allstate common stock; 2) certain
changes are made to the composition of the Board; or 3) ceriain transactions occur that result in Allstate
stockholders cwning 70% or less of the surviving corporation’s stock.

Under these agreements, severance benefits would be payable if an executive’s employment is
terminated either by Allstate without “cause” or by the executive for “good reason” as defined in the
agreements during the three-year period following such event. Good reason includes a termination of
employment by a named executive officer for any reason during the 13" month after a change of control.

The principal severance benefits include: 1) pro-rated annual incentive award and long-term
incentive award (both at target) for the year of termination of employment; 2) a payment equal to three
times the sum of the executive’s base salary, target annual incentive award and target annualized
iong-term incentive award; 3) continuation of certain welfare benefits for three years; 4) an enhanced
retirement benefit; and 5) reimbursement (on an after-tax basis) of any resulting excise taxes.

In addition, upon a change of control all unvested stock options would become exercisable, all
restricted stock and restricted stock units would vest and nonqualified deferred compensation and
supplemental retirement plan balances would become payable.

Allstate believes these agreements encourage retention of its executives and enable them to focus
on managing the Company's business thereby more directly aligning management and sharehoider
interests in the event of a transaction.
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Compensation and Succession Committee Report

Allstate’s executive compensation program is administered by the Compensation and Succession
Committee of the Board. The Committee is composed entirely of independent, non-employee directors as
determined by Allstate’s Board, based on applicable law, the New York Stock Exchange listing standards
and Allstate’s Director Independence Standards. The Committee charter and Director Independence
Standards can be found on Allstate’'s website, allstate.com, under the Corporate Governance link.

Our primary role is to oversee the design, implementation and execution of a program for the
selection and compensation of Alistate’s executives, including its named executive officers.

Executive Compensation Philosophy

Our compensation phifosophy follows our belief that total compensation should vary with Allstate’s
performance in achieving its strategic near- and long-term business goals. Long-term compensation
opportunities should be closely aligned with shareholders’ interests to grow long-term value in Ailstate
stock. While we believe this philosophy extends to all levels of Allstate’s compensation practices, the
executive compensation program is built on a recognition that a more significant amount of
compensation should be at risk for executives who bear higher levels of responsibility for Alistate’s
performance.

To assist us in maintaining an executive compensation program that meets our philosophy, we
directly retain the services of an outside compensation consultant to conduct a competitive review of
Allstate’s executive compensation program. An important part of the process includes a competitive
assessment that benchmarks Allstate’s executive pay levels, practices, overall program and internal
compensation philosophy with a competitive peer group of large U.S. public insurance companies. We set
total target compensation at between the 60" and 65th percentile of this peer group.

Executive Compensation Program Goals and Components

Because we believe that the long-term value of Alistate is dependent on the quality, skifls and
commitment of our executives, the goals of our executive compensation program are to attract and retain
talented leadership and to reward the achievement of positive annual and long-term performance.

We use the following compensation elements to achieve these goals:
® Annual cash compensation
® [ong-term cash incentive compensation

® Long-term equity-based compensation

Annual cash compensation—salary and annual incentive bonus

We annually review the base salaries for the Chief Executive Officer and other senior executive
officers with individual salary determinations subject to approval by the entire Board. We set the base
salaries for Alistate’s executive officers at a level designed to be competitive in the U.S. insurance
industry. Only 12% of the total target compensation for the Chief Executive Officer is base salary with the
remaining 88% tied to Allstate’s annual and long-term performance. The total target compensation for
Allstate’s named executive officers is set at 17-19% for base salary with the remaining 81-83% tied to
Allstate’s annual and long-term performance.

Annual cash incentive bonus awards are designed to provide management-level employees,
including the named executive officers, with a cash award based on the achievement of corporate
performance goals, business unit performance goals, or a combination thereof. Each year, we approve
financial objectives that take into account revenue and profit measures designed to reward the current




and future profitable growth of Allstate. These objectives are approved prior to the end of the first
quarter. We set threshold, target and maximum goals for each objective. Target annua! incentive bonus
opportunities are set as a specified percentage of annual salary ranging from 15% for management-level
employees, 80-90% for named executive officers and 120% for the Chief Executive Officer. If the maximum
level of performance is achieved, the award would be three times the executive’'s target award, and two
times the management employee’s target award.

Annual incentive bonuses are paid in March of the year following the year of performance, after we
certify the achievement of the performance goals. We have autharity to adjust the amount of awards
made to executives generally, except with respect to the Chief Executive Officer and the other named
executive officers. For these individuals, we cannot increase the amount of any annual incentive bonus
above the amount specified for the level of performance achieved.

Annual incentive bonus award objectives for 2004
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The annual perfermance goals for 2004 reflected our overall goal to achieve a balance between
revenue growth and profitability.

For 2004, the performance goals for the annual incentive bonus for Mr. Liddy and the executives of
corporate functions including finance and administration were based on two equally-weighted goals. The
first was based on 2 corporate measure of adjusted operating income per diluted share. The second was
based on the combined weighted results of the Allstate Protection, Allstate Financial and Investments
business units.

For executives in business unit functions, the performance goals for the 2004 annual incentive bonus
included a combinaticn of corporate and specific business unit goais. The corporate goal was based on
the adjusted operating income per diluted share goal and accounted for 10% of the total award
opportunity.

The remaining 90% of the 2004 total annual incentive bonus award opportunity for the Aflstate
Protection business unit was comprised of four performance goals. The primary goal (worth 50% of the
total award opportunity) was a matrix measuring the results of premium growth, policy growth and
combined ratio. This matrix was designed to achieve a balance among revenue, unit growth and profit
goals. A second goal (worth 20% of the total award opportunity) was based on the sales of financial
services products by Allstate agencies, including the sale of traditional life insurance products as well as
annuity and other financial product sales. The third goal (worth 10% of the total award opportunity) was
a reduction of the business unit's expense ratio, consistent with our ongoing goals to contain expenses.
The fourth geal (worth 10% of the total award opportunity) was based on improving Allstate’s score on
an external customer loyalty index.

The remaining 0% of the 2004 total annual incentive bonus award opportunity for the Allstate
Financial business unit was based on five performance goals that emphasized an increase in new sales,
consistent with Allstate’s strategy to grow Allstate’s financial services business. The first performance goal
(worth 30% of the total award opportunity) was based on an adjusted Allstate Financial operating income
measure. The second performance goal (worth 20% of the total award opportunity) was an expense
management objective for the Allstate Financial business unit. The third and fourth performance goals
(each worth 15% of the total award opportunity) were based on new sales of traditional life insurance
products and annuities, respectively. The fifth performance goal was based on a measure of the return
achieved on new sales of products (worth 10% of the total award opportunity).

The remaining 99% of the 2004 total annual incentive bonus award opportunity for the Investments
business unit was based on Allstate’s strategy tc maximize returns on its investments and was comprised
of three performance goals. The first was based on a measurement of Allstate’s partfolio total return
(worth 45% of the total award opportunity). The second performance goal (worth 35% of the total award
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opportunity) was based on a measurement of the excess spread achieved on the Allstate Financial
investment portfolio against an external market benchmark. The third performance goal was based on
portfolio defaults and losses (worth 10% of the total award opportunity).

Long-term cash incentive bonuses

Long-term cash incentive bonuses are designed to focus our executives on balancing the long-term
performance objectives and goals of Allstate with its annual performance goals. To reinforce this balance,
long-term cash incentive bonuses are awarded for positive performance achieved over a three-year cycle.
Our long-term incentive bonus component is provided to executives at the vice president level and above,
including the named executive officers. We set the performance goals at the beginning of each three-year
cycle so that any compensation paid is intended to qualify as performance-based compensation that is
deductible under Section 162(m) of the Internal Revenue Code. Threshold, target and maximum
benchmarks are set for each performance goal. Each year, before any bonus awards are paid at the end
of a cycle, we determine the extent to which the performance goals are met. We have the authority to
adjust the amount of awards payable; however, we have no authority to increase the amount of an award
otherwise payable to a “covered employee” as defined in the Code. Long-term incentive bonuses are paid
in March of the year following the end of each respective three-vear cycle.

Current long-term cash incentive bonus award objectives

There are three outstanding performance cycles for long-term incentive bonuses. A new cycle starts
at the beginning of each calendar year and includes three years of performance. Each of the three
outstanding cycles has an adjusted return on equity goal that measures and ranks Allstate’s performance
against a peer group’s performance. Allstate’s ranked position relative to the peer group will determine
the percentage of the total target award to be paid. The adjusted return on equity objective is the sole
performance goal for the 2002-2004 and 2003-2005 cycles. For the 2004-2006 cycle, this goal comprises
50% of the total potential award. No payment based on the adjusted return on equity goal for any of the
three outstanding performance cycles will be made unless the adjusted return on equity exceeds the
average risk free rate of return on three-year Treasury notes over the three-year cycle, plus 200 basis
points.

For the 2002-2004 performance cycle, Allstate’s adjusted return on equity was compared to that of
the peer companies in the S&P 500 Property/Casualty index for the three-year period. An executive’s
target award for this cycle generally ranges from 30% of annual salary for executives at the vice president
level to 155% for the Chief Executive Officer, with award opportunities ranging from 0% to 250% of the
executive’s target award. '

For the 2003-2005 and 2004-2006 performance cycles, Allstate’s adjusted return on equity will be
compared to that of peer companies representing both the property/casualty and financial services
industries for the three-year period. This peer group consists of 6 large public companies predominately
in the property/casualty business, 3 large public companies predominately in the life/financial services
business and 1 large public company that competes in both the property/casualty and life/financial
services businesses. Including life/financial services companies in the peer group more accurately aligns
the goals of the long-term incentive bonus with Alistate’s strategy of becoming better, bigger and broader
in its financial services business. An executive’s target award for these cycles generally ranges from 40%
of annual salary for executives at the vice president level to 155% for the Chief Executive Officer, with
award opportunities ranging from 0% to 300% of the executive’s target award.

The remaining 50% of the long-term incentive bonus for the 2004-2006 cycle is based on two
performance goals. The first goal (weighted to account for 25% of the total potential award) is a
measurement of growth in policies in force, a key measurement used in the property/casualty insurance
business. The last performance goal (weighted to account for the final 25% of the total potential award))
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is based on a measurement of the growth in Allstate Financial premiums and deposits, a key
measurement used in the life insurance business.

Long-term equity-based compensation

Another component of our long-term executive compensation program is the grant of equity-based
awards to our eligible management ievel employees and officers, including the named executive officers.
We believe these equity-based awards directly link the interests of our employee-recipients with those of
our shareholders because each interest is served by an increase in Allstate’s stock value.

Our 2007 Equity Incentive Plan provides for the following types of equity-based compensation: stock
options, performance units and performance stock, stock appreciation rights, restricted or unrestricted
common stock, restricted stock units and stock in lieu of cash awards to plan participants. Each type of
equity-based award is linked to the underlying value and performance of Allstate’s stock. Through
December 31, 2004, only nonqualified stock options and restricted stock have been granted under the
2001 Equity Incentive Plan.
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One of our responsibilities is to administer the Company’s equity incentive plans. In 2004, we formed
a subcommittee to grant restricted stock to newly hired eligible persons, excluding individuals who are
executive officers for purposes of Section 16 of the Securities Exchange Act of 1934, in situations that
occur between regularly scheduled Committee meetings. The subcommittee is currently comprised solely
of our Committee chairman. In addition, pursuant to the authority provided by Delaware law, we
authorized the Chief Executive Officer to make stock option awards to eligible employees who are not
Section 16 officers. This authority is limited to specific circumstances, including new hires, promotions
and awards to key contributors.

We generally grant awards on an annual basis to management-ievel employees, including each of
the named executive officers. We base the size of each executive’'s award on a specified percentage of
the executive’s annual salary and our assessment of individual performance. The annual salary
percentages for the total targeted value of the awards range from 15% for management-ievel employees
to 200-290% for the named executive officers and 465% for the Chief Executive Officer.

In 2004, we adjusted the mix of our equity-based awards, to grant 35% of the total value in restricted
stock and 65% in stock options. We previously granted half of the value of awards in restricted stock and
the other half in stock options. The adjustment was based on several factors including, a review of the
relationship between Allstate’s executive pay and Company performance, the performance goals relative
to the payout opportunities, evolving market trends and the overall goals of our executive compensation
program to retain talented leadership and reward the achievement of positive long-term performance.
Restricted stock awards vest at the end of a four-year vesting period generally measured from the date of
grant. All stock opticn awards are made in the form of nonqualified stock options at exercise prices equal
to 100% of the fair market value of Allstate common stock on the date of grant. Beginning with stock
opticn awards granted in 2004, we eliminated the reload provision previously included in awards to
executives, based in part on a recommendation from our outside compensation consultant. Except in
certain change of control situations, options are not fully exercisable untii four years after the date of
grant and expire in ten years. The vested portions of options may be transferred during the holder’s
lifetime to any defined family member, to a trust in which the family members have more than fifty
percent of the beneficial interest, a foundation in which the family members (or the option holder) control
the management of assets, and any other entity in which the family members (or option holder) own
more than fifty percent of the voting interests.

25




AT T

Other Principles of Executive Compensation

Expensing stock options

Alistate began expensing stock options under the rules of the Statement of Financial Accounting
Standard No. 123 effective with the awards first granted in 2003 using the Black-Scholes valuation model.

Beginning with stock option awards made in 2005, the Company began using a lattice valuation model
for expense recognition.

Prohibition on repricing stock options

Since Allstate’s inception as a public company in 1993, we have never allowed the repricing of stock
options. We formalized this practice in our 2001 Equity Incentive Plan which received shareholder
approva!l in 2001. This is the only plan under which equity awards to employees are currently made.

Stock ownership requirement

Because we believe strongly in linking the interests of management with those of our shareholders,
we first instituted stock ownership goals in 1996 for executives at the vice president level and above.
These goals were revised in 2004 to require these executives to own, within five years of the date the
executive position is assumed, common stock worth a multiple of base salary:

Chief Executive Officer 7 times salary
Senior Management Executives 4 times salary
Other Executives 2 times salary

Existing executives were given three years to reach the new levels of ownership.

Deferred compensation plan

The Company’s Deferred Compensation Plan allows employees whose annual compensation exceeds
the compensation limit under section 401(a)(17) of the Internal Revenue Code to defer all or part of their
salary and/or annual incentive bonus award that exceeds that limit. Deferrals are credited with interest
based on the investment option or options selected by the participants. The investment options available
under the Deferred Compensation Plan mirror the options available under the Company’s qualified
defined contribution plan, except that Allstate stock is not an available investment option under the
Deferred Compensation Pian. The Plan is unfunded. All deferrals are part of the general funds of the
Company and are subject to all of the risks of Allstate’s business.

Limit on tax deductible compensation

Under Section 162(m) of the Internal Revenue Code, Allstate cannot deduct compensation paid to
any of the named executive officers in any year in excess of $1,000,000 if it is not performance-based as
that term is defined in the Code. While we believe that performance-based compensation for our
executives should always be emphasized, we balance this emphasis with our stated executive
compensation goals to provide a program that attracts, retains and rewards the executive talent
necessary for Allstate’'s success. Consequently, in any year we may authorize compensation in excess of

$1,000,000 that does not meet the Section 162(m) requirement and may result in the loss of a tax
deduction.

Personal benefits

The types of personal benefits we provide to officers and named executive officers of Allstate are
listed in a footnote to the "Other Annual Compensation” column of the Summary Compensation Table. in
addition to the perquisites disclosed, other benefits are made available to officers and named executive




officers in the same form as those offered to all employees without regard to their specific positions. We
do not provide officers or executives with separate dining or other facilities, country club memberships,
special medical or disability insurance coverage or individually-owned life insurance policies, nor do we
maintain real property for the exclusive use or enjoyment by officers or executives.

2004 Annual Executive Salaries

We review the salaries of Allstate’s executive officers on an annual basis and in connection with new
hires and promotions. We set base salaries at levels consistent with our peer group comparison and
analysis to ensure Allstate is able to retain and attract the highest level of leadership talent.

2004 Annual incentive Bonus Awards for Named Executive Officers

A portion of all 2004 annual incentive bonus awards was based on the achievement of the corporate
adjusted operating income per diluted share performance goal. Fifty percent of Messrs. Liddy’s, Hale’s
and Pike’s annual incentive bonus awards and 10% of Messrs. McNeil's and Wilson's annual incentive
bonus awards was based on this objective. Allstate exceeded the maximum level of performance
established for the year primarily due to increased profits in Allstate Protection.
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The remaining 500 of Messrs. Liddy’s, Hale’s and Pike’s annual incentive bonuses was based on the
combined performance results of the Allstate Protection, Allstate Financial and Investments business
units, which are detailed below. Similarly, 90% of Messrs. McNeil's and Wilson’s annual incentive bonus
awards was based on the achievement of the Allstate Protection business units’ performance objectives.
The business unit performance objectives and achievements were as follows:

Allstate Protection business unit performance goals:

® Matrix measuring premium growth, policy growth and combined ratio goais {worth 50%)—
exceeded the maximum level of performance

® Szles of financial services products goal (worth 20%)—exceeded the target level of
performance

® Business unit's expense management goal (worth 10%)—achieved the maximum level of
performance

& Customer loyalty index goal (worth 10%)—achieved the maximum level of performance
Allstate Financial business unit performance goals

® Allstate Financial adjusted operating income goal (worth 30%)—exceeded the threshold level
of performance

® Business unit's expense management goal (worth 20%)—exceeded the target ievel of
performance

® New sales of traditional life insurance goal (worth 15%)—did not achieve the threshold level of
performance

® New sales of annuities goal (worth 15%)—achieved the threshold level of performance

& Measure of return achieved on new saies goal {worth 109)—exceeded the maximum level of
performance

Investments business unit performance goals
® Alistaie’s portfolio total return goal (worth 45%)—exceeded the target level of performance

® DPorifolio spread goal (worth 35%)—exceeded the target level of performance
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® Portfolio defaults and losses goal (worth 10%)—achieved the maximum level of performance

As a result, each of Messrs. Liddy, Hale, McNeil, Pike and Wilson received 2004 annual incentive bonus
awards that reflected their respective achievements which, when combined, exceeded the target levels of
the performance goals.

2004 Long-Term Incentive Bonuses

The long-term incentive bonuses paid in March of 2005 are shown in the “LTIP Payouts” column in
the Summary Compensation Table and reflect the payouts earned for the 2002-2004 long-term incentive
bonus cycle. Based on the three-year average adjusted return on equity, Allstate placed fourth of the
eleven companies that comprise the peer group of companies and thereby exceeded the target level of
the performance objective.

2004 Grants of Long-Term Equity-Based Compensation

in February 2004, we authorized awards of restricted stock and stock options to certain eligible
employees, including the named executive officers. The number of shares of restricted stock granted to
each named executive officer is provided in the footnotes to the Summary Compensation Table, while the
value of the award (which is determined as of the date the award was made) is presented in the column
“Restricted Stock Awards(s)” of the Summary Compensation Table. In addition, the stock option grants
made in 2004 to the named executive officers are detailed in the Option/SAR Grants in 2004 table on
page 18.

2004 Chief Executive Officer Compensation

In April 2004, we increased Mr. Liddy's annual salary by 3.8% to $1,129,992. Mr. Liddy's annual salary
amounts to approximately 12% of the targeted total compensation that we determined to be appropriate
for the Chief Executive Officer. The remaining 88% of Mr. Liddy's targeted total compensation was
comprised of variable performance-based compensation that was at risk and tied to Alistate’s business
results.

We paid Mr. Liddy an annual incentive bonus of $3,677,834. This amount was based upon our
assessment of the achievement of Mr. Liddy's 2004 performance goals. Mr. Liddy exceeded the target
level of the pre-set performance goals for this bonus. The bonus was calculated accordingly.

We approved a long-term incentive bonus for Mr. Liddy of $2,325,000 for the 2002-2004 cycle. This
amount was based on Mr. Liddy’s exceeding the target ievel of the pre-set performance goal for this
long-term incentive bonus. The bonus was calculated accordingly. '

On February 6, 2004 in connection with our annual equity-based grant review and approval process,
we granted Mr. Liddy a stock option for 272,000 shares and a restricted stock award of 40,000 shares
under the 2001 Equity Incentive Plan. These equity-based awards were calculated on the basis of 465% of
Mr. Liddy's 2004 base salary. We applied the Black-Scholes valuation formula to assess the value of
Mr. Liddy’s stock option award. The restricted stock award will vest in February 2008.

We review on a regular basis the components of Mr. Liddy's compensation, including his annual
salary, annual incentive bonus, long-term cash incentive bonus and long-term equity-based
compensation. Mast of our executive compensation actions are considered and approved over the course
of two Cammittee meetings where this is a primary agenda item. In addition, we maintain continued
oversight throughout the year, holding interim meetings throughout the year as appropriate.

As a result of this review, we find the amount of Mr. Liddy's total compensation in the aggregate to
be reasonable and not excessive based on Mr. Liddy's proven ability to lead Alistate’s management
through a year in which we achieved record net income despite growth and marketing challenges as well




as an unprecedented hurricane season. Throughout the year, Mr. Liddy remained focused on executing
our strategy tc become better, bigger and broader in personal property and casualty insurance and in life
insurance, retirement and investment products. Mr. Liddy's execution of this strategy has continued to
grow investor value through enhanced stock performance. '

Compensation and Succession Committee

H. John Riley, Jr. (Chairman)

F. Duane Ackerman Jack M. Greenberg
Edward A. Brennan Ronald T. LeMay
W. James Farrell Mary Alice Taylor
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Stock Performance Graphs

The following performance graphs compare the performance of Allstate common stock total return
during periods ranging from one to five years with the performance of the S&P 500 Property/Casualty

Index* and the S&P 500 Index.

The graph below plots the cumulative changes in value of an initial $100 investment as of
December 31, 1999 over the indicated time periods, assuming all dividends are reinvested quarterly.

Cumulative Total Stockholder Return For $100 Initial
Investment Made on December 31, 1999
Alistate v. Published Indices
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12/31/99 12/31/060 12/31/01

T
12/31/02
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+—: Allstate vl S&P 500 P/C
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Value at each year-end of a $100 initial investment made on December 31, 1999.

12/31/99 12/31/00 12/31/01 12/31/02 12/31/03 12/31/04
Allstate . .......... ... ... ... .... $100.00 $183.86 $14545 $163.27 $193.99  $238.27
S&P B00P/C ... ...l $100.00 $154.88 $142.45 $126.98 $160.09 $176.65
S&P500. ... ... i $100.00 $9097 $80319 $6257 $8032 S 8894

*  Please note: Standard and Poor’s discontinued the S&P Property/Casualty Index on January 1, 2002
and replaced it with the S&P 500 Property/Casualty Index. Data reflected in the above-charts reflects
the performance of the current S&P50C Property/Casualty index members (ticker symbol SSPROP).
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The following graph compares the cumulative performance of Allstate’s returns for an initial $100
investment made at the end of each of the preceding five years with the performance of the S&P 500
Property/Casualty Index and the S&P 500 index. The graph provides an investor who has held Allstate
common stock for periods fewer than five years with an additional comparison of cumulative performance
as it shows the changes in cumulative value of an initial $100 investment over the most recent five-,
four-, three-, two- and one-year periods, respectively, assuming all dividends are reinvested quarterly.

Cumulative Total Stockholder Return for $100 Initial Investment
Made as of December 31, 1999, 2000, 2001, 2002 or 2003
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Invested on 12/31/98  12/31/00 12/31/01 12/31/02 12/31/03
Alistate ............... .. ... ... $238.27 $12959 $163.82  $145.94  $12283
S&PSO00P/C ... ... $176.65 $114.06 512400 $139.12  $110.34
S&PB00. ... ... $8894 $9777 S$11092 S14214  $110.74
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Security Ownership of Directors and Executive Officers

The following table shows the number of shares of Allstate common stock beneficially owned by
each director and named executive officer individually, and by all executive officers and directors of
Allstate as a group. The table also shows the common share equivalents deferred under Allstate’s
Deferred Compensation Plan for Non-Employee Directors and Restricted Stock Units paid under the
Equity Incentive Plan for Non-Employee Directors. Shares reported as beneficially owned include shares
held as nontransferable restricted shares awarded under Alistate’s employee benefit plans subject to
forfeiture under certain circumstances, shares held indirectly through The Savings and Profit Sharing
Fund of Allstate Employees and other shares held indirectly, and shares subject to stock options
exercisable on or prior to April 1, 2005. The percentage of Allstate shares of common stock beneficially
owned by any Allstate director or nominee or by all directors and executive officers of Allstate as a group

does not exceed 1%. The following share amounts are as of January 31, 2005.

. Name

F. Duane Ackerman
James G. Andress
Edward A. Brennan
W. James Farrell
Jack M. Greenberg
Danny L. Hale
Ronald T. LeMay
Edward M. Liddy
Ronald D. McNeil
Robert W. Pike

J. Christopher Reyes
H. John Riley, Jr.
Joshua . Smith
Judith A. Sprieser
Mary Alice Taylor
Thomas J. Wilson, i
All directors and officers as a group

Amount and Nature of Beneficial
Ownership of Allstate Shares(®

Common Share Equivalents and
Restricted Stock Units™

33,024©
32,669
324,783
19,716®
8,5010
111,643@
20,2510
2,430,9940
391,9650
425,8310
20,5540
33,501
12,232™
21,682©@
23,7620
759,575@
6,513,613

2,000
9,356
2,000
2,000
3,211
0
2,000
0

0

0
2,000
8,752
2,134
2,000
2,000
0
37,452

(a) Each of the totals for Messrs. Andress and Brennan includes 23,001 Alistate shares subject to option.

(b) Includes common share equivalents credited under Allstate’s Deferred Compensation Plan for Non-Employee Directors which
are payable solely in cash and Restricted Stock Units which provide for delivery of underlying common shares of Allstate upon
the earlier of (i) the date of the director's death or disability and (i) one year after the date on which the director no longer

serves as a director of Allstate.
(¢) Includes 12,501 shares subject to option.

(d) Includes 36,894 shares held by Mr. Brennan’s spouse. Mr. Brennan disclaims beneficial ownership of these shares.

(e) Includes 14,001 shares subject to option.
(f) Includes 5,001 shares subject to option.

(@) Includes 54,075 shares subject to option.
(h} Includes 14,751 shares subject to option.

@) Includes 2,025,844 shares subject to option.

(D Includes 340,387 shares subject to option.
(&) Includes 361,692 shares subject to option.
() Includes 5,001 shares subject to option.
(m) Includes 16,501 shares subject to option.
(n) Includes 7,000 shares subject to option.
(0) Includes 13,501 shares subject to option.
) Includes 11,001 shares subject to option.
(q) Includes 662,733 shares subject to option.

(0 Includes 5,112,876 shares subject to option.
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Security Ownership of Certain Beneficial Owners

Title of Amount and Nature of
Class Name and Address of Beneficiai Gwner Beneficial Ownership  Percent of Class
Common  Northern Trust Corporation 40,860,704® 6.000

50 S. LaSalle Street
Chicago, L 60675

Common  Barclays Global Investors, NA 44,590,427® 6.5%
45 Fremont Street
San Francisco, CA 94105

(a) As of December 31, 2004. Held by Northern Trust Corporation together with certain subsidiaries (collectively “Northern™). Of
such shares, Northern held 4,771,682 with sole voting power; 35,696,518 with shared voting power; 9,595,841 with sole
investment power; and 186,871 with shared investment power. 30,757,533 of such shares were held by The Northern Trust
Company as trustee on behalf of participants in Allstate’s profit sharing pian. Information is provided for reporting purposes
only and should not be construed as an admission of actual beneficial ownership.
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(b) As of December 31, 2004 based on Form 13G, filed by Barclays Global Investors on February 14, 2005. Of such shares, Barciays
held 38,204,683 with sole voting power and 44,590,427 shares with sole investment power.

Audit Committee Report

Deloitte & Touche LLP was Allstate’s independent public accountant for the year ended
December 31, 2004.

The Audit Committee has reviewed and discussed with management the audited financial statements
for the fiscal year ended December 31, 2004,

The Audit Committee has discussed with Deloitte & Touche LLP the matters required to be discussed
by Statement of Auditing Standards No. 61, (Codification of Statements on Auditing Standards, AU §380).

The Audit Committee received from Deloitte & Touche LLP the written disclosures and the letter
required by Independence Standards Board Standard No. 1 (Independence Discussions with Audit
Committees) and has discussed with Deloitte & Touche LLP its independence.

Based on these reviews and discussions and other information considered by the Audit Committee in
its judgment, the Audit Committee recommended to the Board of Directors that the audited financial
statements be included in Allstate’s annual report on Form 10-K for the fiscal year ended December 31,
2004 for filing with the Securities and Exchange Commission and furnished to stockholders with this
Notice of Annual Meeting and Proxy Statement.

James G. Andress (Chairman)

F. Duane Ackerman J. Christopher Reyes
Jack M. Greenberg Joshua 1. Smith
Ronald T. LeMay Judith A. Sprieser

Mary Alice Taylor
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Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934, as amended, requires Allstate's executive
officers, directors and persons who beneficially own more than ten percent of Alistate’s common stock to
file reports of securities ownership and changes in such ownership with the SEC.

Based solely upon a review of copies of such reports or written representations that all such reports
were timely filed, Allstate believes that each of its executive officers, directors and greater than
ten-percent beneficial owners complied with all Section 16(a) filing requirements applicable to them
during 2004.

Certain Transactions

The Northern Trust Company maintains banking relationships, including credit lines, with Allstate and
some of its subsidiaries, in addition to performing services for the profit sharing plan. Northern Trust was
paid $761,207 in 2004 for cash management activities, trustee, custodian, credit lines and other services.
Richard Pike, the son of Robert W. Pike, Vice President and Secretary, is employed in the Company's law
department as an attorney and receives annual salary and bonus compensation in excess of $60,000 but
not in excess of the maximum salary and bonus of $193,000 that may be earned under the Company’s
standard employee compensation salary band for an Associate Counsel.

Other Matters

If you use the telephone, the Internet or the proxy card/voting instruction form to allow your shares
to be represented at the annual meeting, or at any adjournment thereof, the proxies may vote your shares
in accordance with their best judgment on any other matters properly presented. Other than the matters
referred to in this proxy statement, Allstate knows of no other matters to be brought before the meeting.

Stockho/der‘ Proposals for Year 2006 Annual Meeting

Proposals which stockholders intend to be included in Allstate’s proxy material for presentation at
the annual meeting of stockholders in the year 2006 must be received by the Secretary of Allstate,
Robert W. Pike, The Alistate Corparation, 2775 Sanders Road, Suite F-8, Northbroak, Hlinois 60062-6127 by
November 25, 2005, and must otherwise comply with rules promulgated by the Securities and Exchange
Commission in order to be eligible for inclusion in the proxy material for the 2006 annual meeting.

If a stockholder desires to bring a matter before the meeting which is not the subject of a proposal
meeting the SEC proxy rule requirements for inclusion in the proxy statement, the stockholder must follow
procedures outlined in Allstate’s bylaws in order to personally present the proposal at the meeting. A
capy of these procedures is available upon request from the Secretary of Allstate or can be accessed on
Allstate’s website allstate.com. One of the procedural requirements in the bylaws is timely notice in
writing of the business the stockholder proposes to bring before the meeting. Notice of business
proposed to be brought before the 2006 annual meeting must be received by the Secretary of Allstate no
earlier than January 17, 2006 and no later than February 16, 2006. The notice must describe the business
proposed to be brought before the meeting, the reasons for conducting the business at the meeting, any
material interest of the stockholder in the business, the stockholder's name and address and the number

34




of shares of Allstate stock beneficially owned by the stockholder. It should be noted that these bylaw
procedures govern proper submission of business o be put before a stockholder vote at the annual
meeting.

Proxy Solicitation

Officers and ather employees of Allstate and its subsidiaries may solicit proxies by mail, persanal
interview, telephone, telex, facsimile, or electronic means. None of these individuals will receive special
compensaticn for these services, which will be performed in addition to their regular duties, and some of
them may not necessarily solicit proxies. Allstate has also made arrangements with brokerage firms,
banks, record holders and other fiduciaries to forward proxy solicitation materials for shares held of
record by them to the beneficial owners of such shares. Allstate will reimburse them for reasonable
out-of-pocket expenses. Georgeson Shareholder Communications, Inc., 17 State Street, New York, NY
10004 wiil assist in the distribution of proxy solicitation materials, for a fee estimated at $14,000 plus
expenses. Allstate wili pay the cost of all proxy solicitation.
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By order of the Board,

Z

Robert W. Pike
Secretary

Dated: March 25, 2005
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Appendix A
POLICY REGARDING PRE-APPROVAL OF INDEPENDENT AUDITORS’ SERVICES
Purpose and Applicability

The Audit Commitiee recognizes the importance of maintaining the independent and objective
stance of our Independent Auditors. We believe that maintaining independence, both in fact and in

appearance, is a shared responsibility involving management, the Audit Committee and the Independent
Auditors.

The Commitiee recognizes that the independent Auditors possess a unique knowledge of the
Company {which includes consolidated subsidiaries), and can provide necessary and valuable services to
the Company in addition to the annual audit. The provision of these services is subject to three basic
principles of auditor independence: (i} auditors cannot function in the role of management, (ii) auditors
cannot audit their own work and (jii) auditors cannot serve in an advocacy role for their client.
Consequently, this policy sets forth guidelines and procedures to be followed by this Committee when
retaining the Independent Auditors to perform audit and permitted non-audit services.
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Policy Statement

All services provided by the Independent Auditors, both audit and permitted non-audit, must be
pre-approved by the Audit Committee or a Designhated Member of the Committee (“Designated Member”)
referred to below. The Audit Committee will not approve the engagement of the independent Auditors to
provide any of the Prohibited Services listed in the attached appendix.

Procedures

Following approval by the Audit Commitiee of the engagement of the Independent Auditors to
provide audit services for the upcoming fiscal year, the Independent Auditors will submit to the
Committee for approval schedules detailing all of the specific audit, audit related and other permitted
non-audit services (collectively “permitted services”) proposed, together with estimated fees for such
services that are known as of that date. The types of services that the Audit Committee may consider are
listed in the attached appendix. Each specific service proposed will require approval by the Committee or
as provided below, the Designated Member.

The pre-approval of permitted services may be given at any time before commencement of the
specified service. With respect to permitted non-audit services, Company management may submit to the
Committee or the Designated Member for consideration and approval schedules of such services that
management recommends be provided by the Independent Auditors. In such case, the Independent
Auditors will confirm to the Committee, or the Designated Member, that each such proposed service is
permissible under applicable regulatory requirements.

Designated Member

The Audit Commitice may delegate to one or mare designated member(s} of the Audit Committee
(“Designated Member”), who is independent as defined under the applicable New York Stock Exchange
listing standards, the authority to grant pre-approvals of permitted services to be provided by the
Independent Auditors. The Chair of the Audit Committee shall serve as its Designated Member. The
decisions of the Designated Member to pre-approve a permitted service shall be reported to the Audit
Committee at each of its regularly scheduled meetings.

Review of Services

At each regularly scheduled Audit Committee meeting, the Audit Committee shall review a report
summarizing any newly pre-approved permitted services and estimated fees since its last regularly
scheduled meeting, together with (i) the permitted non-audit services, including fees, actually provided by
the Independent Auditors, if any, since the Committee’s last regularly scheduled meeting and (i} an
updated projection for the current fiscal year, presented in a manner consistent with the proxy disclosure
requirements, of the estimated annual fees to be paid to the Independent Auditors.
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Appendix

Permitted Audit and Audit Related Services:

1.

o

6
7.
8
9

10.

Audits of the Company’s financial statements required by SEC rules, lenders, statutory
requirements, regulators and others.

Consents, comfort letters, reviews of registration statements and similar services that incorporate
or include the audited financial statements of the Company.

Audits of employee benefit plans.
Accounting consultations and support related to generally accepted accounting principles.

Tax compliance and related support for any tax returns filed by the Company, and returns filed
by any executive or expatriate under a company-sponsored program.

Tax consultation and support related to planning.
Regulatory exam related services.

Internal control consulting services.

Merger and acquisition due diligence services.

Other audit related services.

Other Permitted Services:

1.

Information technology services and consulting unrelated to the Company’s financial statements
or accounting records.

integration consulting services.
Review of third party specialist work related to appraisal and/or valuation services.

Actuarial consulting services that would not be sub;ect to audit procedures during an audit of
the Company's financial statements.

Employee benefit consulting services that are not the functional equivalent of management or
employee services.

Training unrelated to the Company's financial statements or other areas subject to audit
procedures during an audit of the Company’s financial statements.

Prohibited Services: (unless such services may be provided under future SEC rules) .

1.
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Bookkeeping or other services related to the Company's accounting records or financial
statements.

Appraisal or valuation services or fairness opinions.

Management functions ar human resources.

Broker-dealer, investment adviser, or investment banking services.
Legal services.

Internal audit outsourcing.

Financial information systems design and implementation.
Actuarial—audit-related.

Expert services, unrelated to an audit of the Company’s financial statements, in connection with
legal, administrative, or regulatory proceedings or in an advocate capacity.

Services determined impermissible by the Public Company Accounting Oversight Board.
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Executive Officers

Appendix B

The following table sets forth the names of our executive officers, their current ages and their
positions. “AlC” refers to Allstate Insurance Company.

Name and Age

Edward M. Liddy (59)

Catherine S. Brune (51)
Joan M. Crockett (54)
Danny L. Hale (60)

Michael J. McCabe (59)

Ronald D. McNeil (52)
Robert W. Pike (83)
Samuel H. Piich (58)

Gecrge E. Ruebenson (56)
Eric A. Simonson (59)

Casey J. Sylla (61)
Joseph V. Tripodi (49)
Thomas J. Wilson (47)

Principal Positions and Offices Held

Chairman, President and Chief Executive Officer of The Allstate
Corporation and AIC. Mr. Liddy is also a director of The Allstate
Corporation.

Senior Vice President and Chief Technology Officer of AIC.

Senior Vice President of AIC (Human Resources).
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Vice President and Chief Financial Officer of The Allstate
Corporation and Senior Vice President and Chief Financial
Officer of AIC.

Vice President and General Counsel of The Allstate Corporation
and Senior Vice President, General Counsel and Assistant
Secretary of AIC (Chief Legal Officer).

Senior Vice President of AIC (Alistate Protection Product
Distribution).

Vice President and Secretary of The Allstate Corporation and
Executive Vice President and Secretary of AIC.

Controlier of The Alistate Corporation and Group Vice President
and Contrcller of AIC.

Senior Vice President of AIC (Claims)

Senior Vice President and Chief Investment Officer of AIC and
President of Allstate Investments, LLC.

Senior Vice President of AIC (President, Allstate Financial).
Senior Vice President and Chief Marketing Officer of AIC
Senior Vice President of AIC (President, Allstate Protection).
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5-YEAR SUMMARY OF SELECTED FINANCIAL DATA

{in millions exccpt per share data and ratios)
Consolidated Operating Results
Insurance premiums and contract charges
Net investment income
Realized capital gains and losses
Total revenues
Income from continuing operations
Cumulative effect of change in accounting principle, after-tax
Net income
Net income per share:
Diluted:
Income before cumulative effect of change in accounting
principle, after-tax
Cumulative effect of change in accounting principle, after-tax
Net income
Basic:
Income befare cumulative effect of change in accounting
principle, after-tax
Cumulative effect of change in accounting principle, after-tax
Net income
Dividends declared per share
Redemption of Sharehalder rights

Consolidated Financial Position

Investments

Total assets

Reserves for claims and claims expense, and life-contingent
contract benefits and contractholder funds

Short-term debt

Long-term debt

Mandatorily redeemable preferred securities of subsidiary trusts®

Sharehaolders’ equity

Sharehoiders’ equity per diluted share

Property-Liability Cperations
Premiums earned
Net investment income
Income before cumulative effect of change in accounting
principle, after-tax
Cumulative effect of change in accounting principle, after-tax
Net income
Operating ratios®
Claims and claims expense (‘loss™) ratio
Expense ratio
Combined ratio

Alistate Financiz! Cperations

Premiums and contract charges

Net investment income

Income from continuing operations before cumuiative effect of
change in accounting principle, after-tax

Cumulative effect of change in accounting principle, after-tax

Net income (Joss)

Investments including Separate Accounts

2004 2003 2002 2001 2000
$ 28061 $ 26981 S 25654 S 24,427 S 24,076
5,284 4972 4,849 4,790 4,633
591 196 (924) (352) 425
33936 32,149 29579 28865 29,134
3,356 2,720 1,465 1,167 2211
(1785) (15) (331) © -
3,181 2,705 1,134 1,158 2211
479 3.85 2.06 1.61 295
(0.25) (0.02) (0.46) (.01 -
454 3.83 1.60 1.60 295
4.82 3.87 2.07 1.62 297
(0.25) (0.02) ©.47) (.01 -
457 3.85 1.60 1.61 2.97
112 0.92 0.84 076 0.68
- 0.01 - - -
$115530 $103081 $ 90,650 §$ 79,876 $ 74,483
149,726 134,742 117,426 109,175 104,808
86,801 75805 67,697 59,194 54,197
43 3 279 227 218
5,291 5,073 3,961 3,694 3,112
- - 200 200 750
21,823 20,565 17,438 17,196 17,451
3172 29.04 24.75 24,08 23.80
25989 24677 23361 22197 21,871
1,773 1,677 1,656 1,745 1,814
3,045 2,522 1,321 929 1,863
- (M (48) 3 -
3,045 2,521 1,273 926 1,863
68.7 70.6 75.6 79.0 75.0
243 24,0 233 239 242
93.0 94.6 98.9 102.9 99.2
$ 2072 $ 2304 $ 2293 $ 2230 $ 2205
3,410 3,233 3,121 2,962 2715
421 322 261 369 469
(178} a7 (283) (6 -
246 305 22) 363 469
86907 76320 66383 59,653 55552

(1) Effective July 1, 2003, the mandatorily redeemable preferred securities of subsidiary trusts which the Company
previously consalidated, are na longer consalidated. Previously, the trust preferred securities were reported in the
Consolidated Statements of Financial Position as mandatorily redeemable preferred securities of subsidiary trust and the
dividends reported in the Consolidated Statements of Operations as dividends on preferred securities of subsidiary trust.
The impact of deconsolidation was to increase long-term debt and decrease mandatorily redeemable preferred
securities of subsidiary trust by $200 million. Prior periods have not been restated to reflect this change.

(2) We use operating ratios to measure the profitability of our Property-Liability results. We believe that they enhance an
investor's understanding of our profitability. They are calculated as follows: Claims and claims expense (“loss”) ratio—the
ratio of claims and claims expense to premiums earned. Loss ratios include the impact of catastrophe losses; Expense
ratio—the ratio of amortization of DAC, operating costs and expenses and restructuring and related charges to
premiums earned; Combined ratio~the ratio of claims and claims expense, amortization of DAC, aperating costs and
expenses and restructuring and related charges to premiums earned. The combined ratio is the sum of the loss ratio
and the expense ratio. The difference between 100% and the combined ratio represents underwriting income as a

percentage of premiums earned.
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Management’s Discussion and Analysis
of Financial Condition and Resuilts of Operations

OVERVIEW
The following discussion highlights significant factors influencing the consolidated financial position

and results of operations of The Alistate Corporation (referred to in this document as “we”, “our”, “us”, the
“Company” or “Alfstate”). It should be read in conjunction with the 5-year summary of selected financial
data, consolidated financial staiements and related notes found under Part I}, item 6 and item 8
contained herein. Further analysis of our insurance segments is provided in Property-Liability Operations
{which includes the Allstate Protection and Discontinued Lines and Coverages segments) and in Allstate
Financial Operations (which represents the Allstate Financia! segment) sections of Management's
Discussion and Analysis (“MD&A”). The segments are consistent with the way in which we use financial

information to evaluate business performance and to determine the allocation of resources.

The most important matters that we monitor to evaluate the financial condition and performance of
our company include:

® For Allstate Protection: written premium growth, changes in the number of policies in force, price
changes, claim frequency and severity trends, catastrophes, expenses and underwriting results;

® For Allstate Financial: premiums, deposits, gross margin including investment and benefit margins,
the amartization of deferred policy acquisition costs, expenses, aperating income, and invested
assets;

® For Investments: credit quality/experience, stability of long-term returns, cash flows and asset and
liability duration;

e for financial condition: our financial strength ratings, operating leverage and debt leverage; and

& For product distribution: profitably growing distribution partner relationships and Allstate agent
sales of all products and services.

Net income increased in 2004 over 2003 due to higher Property-Liability net income. Net income
increased in 2003 compared to 2002 due to higher Property-Liability and Allstate Financial net income.
For further discussion of the results of our insurance segments, see the Property-Liability and Allstate
Financial Highlights sections of this MD&A.

2004 HIGHLIGHTS
® Net income increased 17.6% to $3.18 billion and net income per diluted share increased to $4.54.
o Total revenues reached a record $33.94 billion, an increase of 5.6% compared to last year.

¢ Property-Liability premiums earned increased 5.3% to $25.99 billion. The combined ratio improved
1.6 points to 93.0.

® Pre-tax catastrophe losses in 2004 totaled $2.47 billion, primarily due to multiple hurricanes in the
third quarter of 2004, with an impact to the combined ratio of 9.5 points, compared to $1.49 billion
in 2003, with a combined ratio impact of 6.0 paoints.

® Alistate Financial investments increased 15.3% due to the investment of cash provided by
operating and financing activities, which included record annual contractholder fund deposits.

® The $1.5 billion share repurchase program was completed in December 2004 and a total of
$1.35 billion in shares were repurchased during the year. We announced a $4.0 bitlion share
repurchase program to be completed in 2006.

® Book value per share increased 9.206 to $31.72.
® Return on equity improved 0.8 points to 15.0%.




CONSOLIDATED NET INCOME

For the years ended
December 31,

(in millions) 2004 2003 2002
Revenues ‘

Property-liability insurance premiums $25989 $24,677 S 23,361
Life and annuity premiums and contract charges 2,072 2,304 2,293
Net investment income 5,284 4,972 4,849
Realized capital gains and losses 591 196 (924)
Total revenues 33,936 32,149 29,579
Costs and expenses

Properiy-lizbility insurance claims and claims expense (17,843) (17,432) (17,657)
Life and annuity contract benefits (1,618) (1,851) (1,770)
Interest credited to contractholder funds (2,001) (1,846) (1,764)
Amortization of deferred policy acquisition costs (4,465) (4,058) (3,694)
Operating costs and expenses {3,040) (3,001) (2,761)
Restructuring and related charges 6N 74) QRE)]
Interest expense (308) (275) (278)
Total costs and expenses (29,326) (28,537) (28,043)
(Loss) gain on disposition of operations (24) @n 4
Income tax expense (1,230) (846) (65)
Dividends on preferred securities of subsidiary trust(s) - ®) (10}
Cumulative effect of change in accounting principle, after-tax (175) (15) (331
Net income $ 3,181 $ 2705 $ 1,134
Property-Liability $ 3045 $ 2521 $ 1,273
Alistate Financial 246 305 22)
Corporate and Other (110) (121) 7
Net income $ 3181 S 2705 S 1,134

APPLICATICGN OF CRITICAL ACCOUNTING POLICIES

We have identified five accounting policies that require us to make assumptions and estimates that
are significant to the consolidated financial statements. It is reasonably likely that changes in these
assumptions and estimates could occur from period to period and have a material impact on our
consolidated financial statements. A brief summary of each of these critical accounting policies follows.
For a more complete discussion of the effect of these policies on our consolidated financial statements,
and the judgments and estimates relating to these policies, see the referenced sections of the MD&A. For
a complete summary of our significant accounting policies see Note 2 of the consolidated financial
statements.

Investment Valuation The fair value of publicly traded fixed income and equity securities is based
on independent market quotations, whereas the fair value of non-publicly traded securities is based on
either widely accepted pricing valuation models which use internally developed ratings and independent
third party data as inputs or independent third party pricing sources. Factors used in our internally
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developed models, such as liquidity risk associated with privately-placed securities, are difficult to
independently observe and to quantify. Because of this, judgment is required in developing certain of
these estimates and, as a result, the estimated fair value of non-publicly traded securities may differ from
amounts that wouid be realized upon an immediate sale of the securities.

Periodic changes in fair values of investments classified as available for sale are reported as a
component of accumulated other comprehensive income on the Consolidated Statements of Financial
Position and are not reflected in the operating results of any period until reclassified to net income upon
the consummation of a transaction with an unrelated third party, or when declines in fair values are
deemed other than temporary. The assessment of other than temporary impairment of a security’s fair
value is performed on a case-by-case basis considering a wide range of factors. There are a number of
assumptions and estimates inherent in assessing impairments and determining if they are other than
temporary, including 1) our ability and intent to retain the investment for a period of time sufficient to
allow for an anticipated recovery in value; 2) the expected recoverability of principal and interest; 3) the
duration and extent to which the fair value has been less than cost for equity securities or amortized cost
for fixed income securities; 4) the financial condition, near-term and long-term prospects of the issuer,
including relevant industry coenditions and trends, and implications of rating agency actions and offering
prices; and 5) the specific reasons that a security is in a significant unrealized loss position, including
market conditions which could affect liquidity. Additionally, once assumptions and estimates are made,
any number of changes in facts and circumstances could cause us to later determine that an impairment
is other than temporary, including 1) general economic conditions that are worse than previously assumed
or that have a greater adverse effect on a particular issuer than originally estimated; 2) changes in the
facts and circumstances related to a particular issuer's ability to meet all of its contractual obligations;
and 3) changes in facts and circumstances or new information that we obtain which causes a change in
our ability or intent to hold a security to maturity or until it recovers in value. Changes in assumptions,
facts and circumstances could result in additional charges to earnings in future periods to the extent that
losses are realized. The charge to earnings, while potentially significant to net income, wouid not have a
significant effect on shareholders’ equity since the majority of our portfolio is held at fair value and as a
result, any related unrealized lcss, net of deferred acquisition costs, deferred sales inducement costs and
tax, would already be reflected as accumulated other comprehensive income in shareholders’ equity.

For a more detailed discussion of the risks relating to changes in investment values and levels of
investment impairment, and the potential causes of such changes, see Note 5 of the consolidated
financial statements and the Investments, Market Risk, Enterprise Risk Management and Forward-looking
Statements and Risk Factors sections of the MD&A.

Derivative Instrument Hedge Effectiveness In the normai course of business, we primarily use
derivative financial instruments to reduce our exposure to market risk and in conjunction with asset/
liability management, particularly in the Allstate Financial segment. The fair value of exchange traded
derivative contracts is based on independent market quotations, whereas the fair value of non-exchange
traded derivative contracts is based on either widely accepted pricing valuation models which use
independent third party data as inputs or independent third party pricing sources.

When derivatives meet specific criteria, they may be designated as accounting hedges and
accounted for as fair value, cash flow, foreign currency fair value, or foreign currency cash flow hedges.
When designating a derivative as an accounting hedge, we formally document the hedging relationship,
risk management objective and strategy. The documentation identifies the hedging instrument, the
hedged item, the nature of the risk being hedged and the assumptions used to assess how effective the
hedging instrument is in offsetting the exposure to changes in the hedged item’s fair value attributable to
the hedged risk. In the case of a cash flow hedge, this documentation includes the exposure to changes




in the hedged transaction’s variability in cash flows attributable to the hedged risk. We do not exclude
any component of the change in fair value of the hedging instrument from the effectiveness assessment.
At each reporting date, we confirm that the hedging instrument continues to be highly effective in
offsetting the hedged risk. The determination of whether a hedging instrument is effective both at its
inception and on an on-going basis requires a significant degree of judgment. For further discussion of
these policies and quantification of the impact of these estimates and assumptions, see Note 6 of the
consolidated financial statements and the Investments, Market Risk, Enterprise Risk Management and
Forward-iocking Statements and Risk Factors sections of the MD&A.

Deferrec Poiicy Acquisition Cost {(“DAC”) Amortization We incur significant costs in
connection with acquiring business. In accordance with generally accepted accounting principles
(“GAAP"), costs that vary with and are primarily related to acquiring business are deferred and recorded
as an asset on the Consolidated Statements of Financial Position.

DAC related to property-liability contracts is amortized to income as premiums are earned, generally
over periods of six to twelve months. The amortization methodology for DAC for Allstate Financial policies
and contracts includes significant assumptions and estimates.

DAC related to traditional life insurance is amortized over the premium paying period of the related
policies in proportion to the estimated revenues on such business. Assumptions relating to estimated
premiums, investment income and realized capital gains and losses, as well as to all other aspects of
DAC are determined based upon conditions as of the date of policy issuance and are generally not
revised during the life of the policy. Any deviations from projected business in force, resulting from actual
policy terminations differing from expected levels, and any estimated premium deficiencies, change the
rate of amortization in the period such events occur.

DAC related to interest-sensitive life, variable annuities and investment contracts is amortized in
proportion to the incidence of the present value of estimated gross profits (“EGP”) over the estimated
lives of the contracts. Generally, the amortization period ranges from 15-30 years. However, an
assumption for the rate of contract surrenders is also used, which results in the majority of the DAC
being amortized over the surrender charge period. EGP consists of estimates of the following
components: benefit margins primarily from mortality, including guaranteed minimum death, income and
accumulation benefits; investment margin including realized capital gains and losses; and contract
administration, surrender and other contract charges, less maintenance expenses.

For variable annuity and life contracts, the most significant assumptions involved in determining EGP
are the expected separate accounts fund performance after fees, surrender rates, lapse rates, and
investment and mortality margins. Our long-term assumption of separate accounts fund performance net
of fees is approximately 8%. Whenever actual separate accounts fund performance, based on the two
most recent years, varies from 8%, we project performance levels over the next five years such that the
mean return over that seven-year period equals the long-term 8% assumption. This process is referred to
as “reversion to the mean” and is commonly used by the life insurance industry. Although the use of a
reversion to the mean assumption is common within the industry, the parameters used in the
methodology are subject to judgment and vary between companies. For example, when applying this
assumpftion we do not allow the mean future rates of return after fees projected over the five-year period
to exceed 12.75% or fall below 0%. Revisions to EGPs result in changes in the cumulative amounts
expensed as a component of amortization of DAC in the period in which the revision is made. This is
commonly known as “DAC unlocking”.
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For guantification of the impact of these estimates and assumptions on Allstate Financial, see the
Alistate Financial Segment and Forward-looking Statements and Risk Factors sections of the MD&A and
Note 2 of the consolidated financial statements.

Reserve for Praperty-Liability Insurance Claims and Claims Expense Estimation The
Property-Liability underwriting results are significantly influenced by estimates of the reserve for property-
liability insurance claims and claims expense. These reserves are an estimate of amounts necessary to
settle all outstanding claims, including claims that have been incurred but not reported (“IBNR”), as of
the reporting date.

Allstate Protection reserve estimates are based on known facts and interpretations of circumstances,
internal factors including our experience with similar cases, historical trends involving claim payment
patterns, loss payments, pending levels of unpaid claims, loss management programs and product mix. In
addition, the reserve estimates are influenced by external factors including law changes, court decisions,
changes to regulatory requirements, economic conditions, and public attitudes. In the normal course of
business, we may also supplement our claims processes by utilizing third party adjusters, appraisers,
engineers, inspectors, other professionals and information sources to assess and settle catastrophe and
non-catastrophe related claims. The effects of inflation are implicitly considered in the reserving process.

Because reserves are estimates of losses that have occurred, including IBNR losses, the
establishment of appropriate reserves, including reserves for catastrophes, is an inherently uncertain and
complex process. The highest degree of uncertainty in estimating incurred losses is associated with
reserves for the current accident year because the current accident year contains the greatest proportion
of losses that have not been reported or settied, and that must be estimated as of the current reporting
date. That proportion diminishes in subsequent years.

The ultimate cost of losses may vary materially from recorded amounts, which are based on our best
estimates. We regularly update our reserve estimates as new information becomes available and as
events unfold that may affect the resolution of unsettled claims. Changes in prior year reserve estimates,
which may be material, are reported in property-liability insurance claims and claims expenses in the
Consolidated Statements of Operations in the period such changes are determinable.

We believe our net loss reserves are appropriately established based on available facts, technology,
laws and regulations. We calculate and record a single best reserve estimate, in conformance with
generally accepted actuarial standards, for each line of insurance, its components (coverages and perils),
and state, for reported losses and for IBNR losses. The aggregation of these estimates forms the reserve
liability recorded in the Consolidated Statements of Financial Pasition. Based on our products and
coverages, historical experience, and stochastic maodeling of actuarial chain ladder methodologies used to
develop reserve estimates, we estimate that the potential variability of our Allstate Protection reserves,
within a reasonable probability of other possible outcomes, may be plus or minus 4.3%, or plus or minus
$400 million in net income. Although this evaluation reflects the most likely outcomes, it is possible the
final outcome may fall below or above these amounts.

Establishing Discontinued Lines and Coverages net loss reserves for asbestos, environmental and
other discontinued lines claims is subject to uncertainties that are much greater than those presented by
other types of claims. Among the complications are lack of historical data, long reporting delays,
uncertainties as to the number and identity of insureds with potential exposure, unresolved legal issues
regarding policy coverage, unresolved legal issues regarding the determination, availability and timing of
exhaustion of policy limits, evolving and expanding theories of liability, the risks inherent in major
litigation, the availability and collectibility of recoveries from reinsurance, retrospectively determined
premiums and other contractual agreements, estimations of the extent and timing of any contractual




liability, and other uncertainties. There are complex legal issues concerning the interpretation of various
insurance policy provisions and whether those losses are covered, or were ever intended to be covered,
and could be recoverable through retrospectively determined premium, reinsurance or other contractual
agreements. Courts have reached different and sometimes inconsistent conclusions as to when losses are
deemed to have cccurred and which policies provide coverage; what types of losses are covered; whether
there is an insurer obligation to defend; how policy limits are determined; how policy exclusions and
conditions are applied and interpreted; and whether clean-up costs represent insured property damage.
We believe these issues are not likely to be resolved in the near future, and the ultimate costs may vary
materially from the amounts currently recorded resulting in material changes in loss reserves.

Management believes its net loss reserves for environmental, asbestos and other discontinued lines
exposures are appropriately established based on available facts, technology, laws and regulation. Due to
the uncertainties and factors described above, management believes it is not practicable to develop a
meaningful range for any such additional net loss reserves that may be required.

For further discussion of these policies and quantification of the impact of reserve estimates, reserve
reestimates and assumptions, see Notes 7 and 13 of the consolidated financial statements and the
Catastrophe Losses, Property-Liability Claims and Claims Expense Reserves and Forward-looking
Statements and Risk Factors sections of the MD&A.

Reserve for Life-Contingent Contract Benefits Estimation Long-term actuarial assumptions of
future investment yields, mortality, morbidity, policy terminations and expenses are used when
establishing the reserve for life-contingent contract benefits. These assumptions, which for traditional life
insurance are epplied using the net level premium method, include provisions for adverse deviation and
generally vary by such cnaracteristics as type of coverage, year of issue and policy duration. Future
investment yield assumptions are determined at the time the policy is issued based upon prevailing
investment yields as well as estimated reinvestment yields. Mortality, morbidity and policy termination
assumptions are hased on our experience and industry experience prevailing at the time the palicies are
issued. Expense assumptions include the estimated effects of inflation and expenses to be incurred
beyond the premium-paying period.

Far further discussion of these policies see Note 8 of the consolidated financial statements and the
Forward-looking Statements and Risk Factors section of the MD&A.

PROPERTY-LIABILITY 2004 HIGHLIGHTS

® Premiums written, an operating measure that is defined and reconciled to premiums earned on
page 11, reached a record $26.53 billion during 2004. Compared to last year, premiums written
increased 5.3% due to increases in the number of policies in force ("PIF”) for the Allstate brand
standard auto of 5.5% and homeowners of 6.4% and higher average premiums. Alistate brand
standard autc and homeowners new business premiums increased 19.6% and 19.8%, respectively
compared tc December 31, 2003.

® Underwriting income for Property-Liability was $1.83 billion in 2004 compared to $1.33 billion in
2003, with a combined ratio improvement of 1.6 points to 93.0. These improvements were the
result of higher premiums earned, favorable claim frequencies excluding catastrophes, and
favorable Alistate Protection reserve reestimates partially offset by higher catastrophe losses and
increased severity of current year claims.

® Catastrophe losses in 2004 totaled $2.47 billion compared to $1.49 billion in 2003. The effect of
catastrophe losses on the loss ratio was 9.5 and 6.0 points in 2004 and 2003, respectively.
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® As a result of profit improvement actions, the Encompass brand combined ratio improved 8.2
points in 2004 to 93.7, while Encompass brand standard auto PIF declined 5.8% compared to

December 31, 2003.

PROPERTY-LIABILITY OPERATIONS

Overview Our Property-Liability operations consist of two business segments: Alistate Protection
and Discontinued Lines and Coverages. Allstate Protection is comprised of two brands, the Allstate brand
and Encompass brand. The Encompass brand name replaced the name Ivantage beginning in the third
quarter of 2004. Alistate Protection is principally engaged in the sale of personal property and casualty
insurance, primarily private passenger auto and homeowners insurance, to individuals in the United States
and Canada. Discontinued Lines and Coverages includes results from insurance coverage that we no
longer write and results for certain commercial and other businesses in run-off. These segments are
consistent with the groupings of financial information that management uses to evaiuate performance
and to determine the allocation of resources.

Underwriting income (loss), a measure that is not based on GAAP and is reconciled to net income
on page 9, is calculated as premiums earned, less claims and claims expense (“losses”), amortization of
DAC, operating costs and expenses and restructuring and related charges, as determined using GAAP.
We use this measure in our evaluation of results of operations to analyze the profitability of the Property-
Liability insurance operations separately from investment resuits. It is also an integral component of
incentive compensation. It is useful for investors to evaluate the components of income separately and in
the aggregate when reviewing performance. Underwriting income (loss} should not be considered as a
substitute for net income and does not reflect the overall profitability of the business. Net income is the
most directly comparable GAAP measure.

The table below includes GAAP operating ratios we use to measure our profitability. We believe that
they enhance an investor's understanding of our profitability. They are calculated as follows:

® Claims and claims expense (“loss”) ratio—the ratio of claims and claims expense to premiums
earned. Loss ratios include the impact of catastrophe losses.

® Expense ratio—the ratio of amortization of DAC, operating costs and expenses and restructuring
and related charges to premiums earned.

® Combined ratio—the ratio of claims and claims expense, amortization of DAC, operating costs and
expenses and restructuring and related charges to premiums earned. The combined ratio is the
sum of the loss ratio and the expense ratio. The difference between 100% and the combined ratio

represents underwriting income as a percentage of premiums earned.

o Effect of Discontinued Lines and Coverages on combined ratio—the ratio of claims and claims
expense and other costs and expenses in the Discontinued Lines and Coverages segment to
Property-Liability premiums earned. The sum of the effect of Discontinued Lines and Coverages on
the combined ratic and the Allstate Protection combined ratio on page 19 is equal to the Property-
Liability combined ratio.

We have also calculated the following impacts of specific items on the GAAP operating ratios
because of the volatility of these items between fiscal periods.

o Effect of catastrophe losses on loss ratio—the percentage of catastrophe losses included in claims
and claims expenses to premiums earned.




o Effect of restructuring and related charges on expense ratio—the percentage of restructuring and
related charges to premiums earned.

Summarized financial data, a reconciliation of underwriting income to net income and GAAP
operating ratios for our Property-Liability operations for the years ended December 31, are presented in
the following table.

{in millions, except ratios) 2004 2003 2002
Premiums writien $26,531 § 25187 §23817
Revenues

Premiums earned $ 25989 $ 24,677 S 23,361
Net investment income 1,773 1,677 1,656
Realized capitel gains and losses 592 288 (496)
Total revenues 28,354 26,642 24,521
Costs and expenses

Claims and claims expense (17.,843) (17,432) (17,657)
Amortization of DAC (3,874) (3,520) (3,216)
Operating costs and expenses (2,396) (2,326) {2,108)
Restructuring and related charges (48) (67} M7
Total costs and expenses (24159) (23,345) (23,098)
Gain on disposition of operations - 5 10
income tax expense (1,150) 780) (112)
Cumulative effect of change in accounting principle, after-tax - m (48)
Net income ( S 3045 S 2521 S 1,273
Underwritirg income : $ 1830 $ 1332 $§ 263
Net investment income 1,773 1,677 1,656
Income tax expense on operations (955) (682) (290)
Realized capital gains and losses, after-tax 397 192 (314)
Gain on disposition of cperations, after-tax - 3 6
Cumulative effect of change in accounting principle, after-tax - m {(48)
Net income $ 3045 $ 2521 S 1,273
Catastrophe losses $ 2468 S 1,489 § 731
GAAP operating ratios

Claims and claims expense (“loss”) ratio 68.7 70.6 75.6
Expense ratio 243 240 233
Combined ratio 93.0 946 98.9
Effect of catastrophe losses on loss ratio 9.5 6.0 3.1
Effect of restructuring and related charges on expense ratio 0.2 0.3 0.5
Effect of Discontinued Lines and Coverages on combined ratio 25 23 1.0
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ALLSTATE PROTECTION SEGMENT

Overview and Strategy Our goal for the Allstate Protection segment is to grow and achieve
profitability that produces attractive returns on our aute and homeowners insurance products. We are
seeking, through the utilization of our distribution channels, Tiered Pricing and consumer marketing, to
attract and retain high lifetime value customers who will potentially provide favorable prospects for
profitability over the course of their relationship with us. We continue to enhance technology to integrate
our distribution channels, improve customer service, facilitate the introduction of new products and
services and reduce infrastructure costs related to supporting agencies and handling claims. We have
aligned agency and management compensation and the overall strategies of the Allstate brand to best
serve our customers by basing certain incentives on Alistate brand profitability and growth and sales of
Allstate Financial products. Beginning in 2003, we implemented and maintained a broader marketing
approach throughout the U.S. These actions and others are designed to optimize the effectiveness of our
distribution and service channels by increasing the productivity of the Allstate brand's exclusive agencies
and The Good Hands® Network.

The Encompass brand business sells private passenger auto and homeowners insurance to
individuals through independent agencies. Encompass brand includes standard auto and homeowners
products with the Encompass®™ brand name and non-standard auto products with the Deerbrook® brand
name. Our strategy for the Encompass brand focuses on growing profitably, and growing in select
markets, in part by using Tiered Pricing. The integration of Encompass policies onto Allstate systems has
resulted in a different counting process for PIF. As a result, percent changes in PIF and average premium
and the renewal ratio are subject to some distortion until the integration has been in place for a full year.

Our sophisticated process for segmenting a market (“Tiered Pricing”), and underwriting are designed
to enhance both our competitive position and profit potentiai, and produce a broader range of premiums
that is more refined than the range generated by the standard/nan-standard model. Tiered Pricing
includes our Strategic Risk Mlanagement ("SRM™) program which considers, to the extent legally
permissible, insurance scoring based on information that is obtained from credit reports as well as a
number of other risk evaluation factors. At the same time, we continue to expand the number of tiers
with successive rating program releases, resulting in a diminishing capacity to draw meaningful
comparisons to historical presentations.

Our rating plans for private passenger auto insurance are no longer consistently segregated into
standard plans and non-standard plans. In some states, we have implemented Tiered Pricing and
modified our underwriting criteria in a way that allows us to write what may be considered both standard
and non-standard business with one tiered-rating plan, which may also be considered a standard rating
plan designed to accommodate non-standard risks. As we continue to use Tiered Pricing and
underwriting, the distinctions between standard and non-standard will become less important in certain
states. For this reason we are shifting our managerial focus to auto, which is the sum of standard auto
and non-standard auto. We also believe it is useful for investors to analyze auto results that aggregate
our standard and non-standard business. However, we will continue to provide results for standard and
non-standard auto. Generally, standard auto customers are expected to have lower risks of loss than
non-standard auto customers.

Substantially all of new and approximately 65% of renewal business written for Allstate brand auto
uses Tiered Pricing. For Allstate brand homeowners, approximately 65% of new and 35% of renewal
business written uses Tiered Pricing. For Allstate brand auto and homeowners business written under
Tiered Pricing, our results indicate an increase in retention and a shift toward more customers who we
consider high lifetime value and who generate more favorable loss results.




Another element of our strategy for our homeowners insurance business is to target customers
whose risk of loss provides the best opportunity for profitable growth, including managing exposure on
policies in areas where the potential loss from catastrophes exceeds acceptable levels. This includes a
continual reevaluation of our countrywide catastrophe risk management strategies for hurricanes and
earthquakes. Homeowners product pricing is typically intended to establish returns that we deem
acceptable over a long-term period. Losses, including losses from catastrophic events and weather-
related losses (such as wind, hail, lightning, freeze and water losses not meeting our criteria to be
declared a catastrophe), are accrued on an occurrence basis within the policy period. Therefore, in any
reporting pericd, loss experience from catastrophic events and weather-related losses may contribute to
negative or positive underwriting performance relative to the expectations we incorporated into the
products’ pricing. Accordingly, homeowners products are more capital intensive than other personal lines
products.

Allstate Protection’s goal is to achieve pricing targets comprising a competitive combined ratio and
return on equity. Our primary strategies to achieve this goal include continuing our efforts to seek
approval for rate changes for all Alistate Protection products in all jurisdictions where we believe such
changes are needed and can be obtained based on rate indicators, such as our projected claim
frequency and severity experience and expense levels, and to pursue other actions affecting our
profitability such as improving our underwriting and claims processes.

Premiums written, an operating measure, is the amount of premiums charged for policies issued
during 2 fiscal period. Premiums earned is a GAAP measure. Premiums are considered earned and are
included in the financial results on a pro-rata basis over the policy period. The portion of premiums
written applicable to the unexpired terms of the policies is recorded as unearned premiums on our
Consolidated Statements of Financial Position. Since the Alistate brand policy periods are typically
6 months for auto and 12 months for homeowners, Encompass auto and homeowners policy periods are
typically 12 months and Deerbrook auto policy periods are typically 6 months, rate changes taken during
2004 and 2003 will generally be recognized in premiums earned over a period of 6 to 24 months. During
this period, premiums written at a higher rate will cause an increase in the balance of unearned
premiums on our Consolidated Statements of Financial Position.
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The following table shows the unearned premium balance at December 31 and the timeframe in
which we expect to recognize these premiums as earned.

% earned after
2004 2003 90 days 180 days 270 days 360 days

(in millions)
Alistate brand:
Standard auto $3,703  $3,481 74.5% 99.0% 99.8%  100.0%
Non-standard auto 455 497 73.0% 98.0% 99.50  100.0%
Auto 4,158 3,978 74.4% 98.9% 99.7% 100.0%
Homeowners 3,029 2,736 43.1% 75.4% 94.1% 100.0%
Other personal lines 1,309 1,245 44.2% 75.9% 94.3%  100.0%
Total Allstate brand 8,496 7959 58.7% 87.0% 96.9%  100.0%
Encompass brand:
Standard auto 606 602 44.3% 76.1% 94.3%  100.0%
Non-standard auto (Deerbrook) 36 45 75.1%  100.0%  1700.0%  100.0%
Auto 642 647 46.1%% 77.4% 94.6% 100.0%
Homeowners 289 266 43.3% 75.2% 94.0%  100.0%
Other personal lines 78 67  43.4% 75.2% 94.1%  100.0%
Total Encompass brand 1,009 980  45.1% 76.6% 84.4%  100.0%
Total Alistate Protection unearned ,
premiums $9,505 $8,939 57.2% 85.9% 96.6% 100.0%

A reconciliation of premiums written to premiums earned for the years ended December 31 is
presented in the following table. :

(in millions) 2004 2003 2002
Premiums written:

Allstate Protection $26,527 $25,175 $23.910
Discontinued Lines and Coverages 4 12 7
Property-Liability premiums written™ 26,531 25,187 23917
(Increase) decrease in unearned premiums (608) (581) (5656)
Other 66 71 -
Property-Liability premiums earned $25,989 $24,677 $23,361
Premiums earned:

Allstate Protection $25,983 $24,664 $23,351
Discontinued Lines and Coverages 6 13 10
Property-Liability $25,989 $24,677 $23,361

(1) In 2004, growth in Property-Liability premiums written was negatively impacted by accruals for premium refunds in standard
auto and reinsurance transactions in homeowners totaling 0.4%.
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Premiums written by brand are shown in the following table.

2004 2003 2002
gin millions) New Renewal Total New Renewal Total New Renewal Total
Allstate brand: .
Standard auto $1,314 $13,177 $14,481 $1,099 $12533 513,632 S 941 $11,884 $12,825
Non-standard auto 276 1,501 1,777 275 1,700 1,975 384 1,953 2,337
Auto 1,580 14,678 16,268 1,374 14,233 15607 1,325 13,837 15,162
Homeowners 823 4816 5,639 687 4,466 5,153 493 4,160 4,653
Other personal lines 562 1,989 2,551 551 1,842 2,393 454 1,754 2,208
Total Alistate hrand . 2975 21,483 24,458 2612 20,541 23,153 2,272 19,751 22,023
Encompass brand:
Standard auto 230 982 1,212 149 1,063 1,202 123 1,072 1,195
Non-standard auto (Deerbrook) 52 101 153 83 87 170 76 38 114
Auto 282 1,083 1,365 232 1,140 1,372 199 1,110 1,309
Homeowners 71 481 552 44 466 510 31 453 484
Other personal lines 40 112 152 41 99 140 8 86 94
Total Encompass brand 393 1,676 2,069 317 1,705 2,022 238 1,649 1,887

Total Alistate Protection premiums
written $3,368 $23,159 $26,527 $2,929 $22,246 $25,175 $2,510 $21,400 $23,910

Standard auto premiums written increased 5.9% to $15.70 billion in 2004 from $14.83 billion in 2003,
following a 5.8% increase in 2003 from $14.02 billion in 2002.

Alistate brand Encompass brand
Standard Auto 2004 2003 2002 2004 2003 2002
New business premiums ($ millions) $1,314 $1,099 S 941 5230 § 149 $§ 123
New business premiums (% change) 19.6 16.8 (13.7) 544 211 0.8
Renewal business premiums (S millions) $13,177 $12,533 $11,884 %982 $1,063 $1,072
Renewal ratio®® 90.8 89.7 885 77.1 837 837
PIF (% change)"® 55 15 (3.5) (5.8 (4 (6.4
Average premium (% change)("® 1.2 6.7 86 175 1189 5.9

(1) Allstate brand statistic excludes business written in Canada and written by Allstate Motor Club.

(2) Revised to reflect new counting methodology for Encompass brand. PIF, renewal ratio and average gross premium are subject
to some distortion due to continued integration of systems.

The increase in Allstate brand standard auto P!F in 2004 when compared to 2003 is primarily the
result of increases in new business due to the implementation of a broader marketing approach in most
of the U.S. and an increased renewal ratio, which management believes is related to reduced rate activity
and improved customer loyalty. Although growth in new business remains above prior year, this trend
leveled off during 2004. Sequential growth of Allstate brand standard auto PIF for the last four quarters
has averaged 1.49% each quarter. New business comparisons also reflect the July 2003 implementation of
our new rating plan in the California market. The increase in the Allstate brand standard auto average
premium in 2004 compared to 2003 is primarily due to higher average renewal premiums. The rate of
increase in average premium has declined in 2004 due to the decrease in rate activity. The reduced level
of rate changes in the current year are due to declines in frequency and severity as discussed in the
Underwriting Results section. The increase in the Allstate brand standard auto average premium in 2003

13




Miii 1

Management’s Discussion and Analysis
of Financial Condition and Results of Operations—(Continued)

when compared to 2002 is primarily due to higher average renewal premiums. Higher average renewal
premiums resulted from rate actions taken in the last three years and, to a lesser degree, a normal shift
by policyholders to newer and more expensive autos. The increases in new business premiums, PIF and
the renewal ratio in 2003 compared to 2002 are due to an improved loss ratio driving more modest need
for rate increases and to the implementation of a broader marketing approach in most of the U.S.

Encompass brand standard auto new business premiums written increased in 2004 when compared
to 2003 and renewal business premiums written decreased in 2004 when compared to 2003 primarily due
to increases in new PIF and rate activity, the effect of which is declining due to the decrease in rate
change activity. Encompass brand standard auto premiums written increased in 2003 when compared to
2002 primarily due to profit improvement actions resulting in increased average premium per policy,
partially offset by fewer PIF. Increased average premiums per policy were related to rate actions taken
during the last three years. We expect the rate of decline in Encompass brand standard auto PIF to
moderate. Our improved profitability has positioned us to pursue growth opportunities in this channel.

The following table shows the net rate changes that were approved for standard auto during 2004.

Annual Impact of Rate
Changes on State

Weighted Average Specific Premiums
# of States  Rate Change (%)" Written (%)%
Allstate brand 23 1.3 33
Encompass brand 209 2.8 4.4

(1) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total countrywide
year-end premiums written.

(2) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total year-end
premiums written in those states.

(3) Includes Washington D.C.

Non-standard auto premiums written decreased 10.0% to $1.93 billion in 2004 from $2.15 billion in
2003, following a 12.5% decrease in 2003 from $2.45 billion in 2002.

Encompass brand

Alistate brand {Deerbrook)
Non-Standard Auto 2004 2003 2002 2004 2003 2002
New business premiums ($ millions) $ 276 $ 275 § 384 $ 52 $83 $ 76
New business premiums (% change) 0.4 (28.4) (23.0)(37.3) 9.2 -
Renewal business premiums ($ millions) $1,501 $1,700 $1,953 $101 $87 $ 38
Renewal ratio™ 782 741 731 616 567 530
PIF @ change)™ (11.4) (16.6) (20.6) (12.1) 26.8 170.4
Average premium (o change)®” 1.7 38 122 (58 (0.5) 149

(1) Alistate brand statistic excludes business written in Canada.

Declines in Allstate brand non-standard auto renewal business premiums during 2004 and 2003
were due to a decline in PIF. Renewal PIF declined because new business production was insufficient to
make up for an inherently low renewal ratio in this business, and new business PIF declined due to
continued agent focus on our standard auto business. In 2004, the increase in average premium declined
due to the decrease in rate activity.
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Encompass brand {Deerbrook) non-standard premiums written have decreased slightly in 2004
compared to 2003 primarily due to declines in new business. Deerbrook non-standard renewal business
premiums increased in 2003 due to the re-entry of Deerbrook in the non-standard market during 2002.

The following table shows the net rate changes that were approved for non-standard auto during
2004.

Annual Impact of Rate
Changes on State

Weighted Average Specific Premiums
# of States  Rate Change (%) Written (%)@
Allstate brand 8 1.6 46
Encompass brand (Deerbrook) 9 21 3.8

(1) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total countrywide
year-end premiums written.

(2) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total year-end
premiums written in those states.

Auto premiums written increased 3.9% to $17.63 billion in 2004 from $16.98 billion in 2003, folowing
a 3.1% increase in 2003 from $16.47 billion in 2002, Auto includes standard auto and non-standard auto
business.

Alistate brand Encompass brand
Auto 2004 2003 2002 2004 2003 2002
New business premiums ($ millions) $ 1,590 $ 1,374 $ 1,326 $ 282 § 232 $ 199
New business premiums (% change) 15.7 37 (166) 216 166 485
Renewal business premiums ($ millions) $14,678 $14,233 $13,837 $1,083 $1,140 $1,110
Renewal ratioM® 89.7 88.0 866 746 739 816
PIF (% change)™@ 41 0.2 (55 (64) @0 (.6)
Average premium (% change)™® 0.5 5.2 80 141 9.8 6.1

(1) Allstate brand statistic excludes business written in Canada and written by Ailstate Motor Club.

(2) Revised to refiect new counting methodology for Encompass brand. PIF, renewal ratio and average gross premium are subject
to some distortion due to continued integration of systems.

The following table shows the net rate changes that were approved for auto (standard and
non-standard) during 2004.

Annual Impact of Rate
Changes on State

Weighted Average Specific Premiums
# of States  Rate Change (%) Written (%)@
Allstate brand 26 1.3 3.4
Encompass brand 343 27 4.3

(1) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total countrywide
year-end premiums written.

(2) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total year-end
premiums written in those states.

(3) Includes Washington D.C.
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Homeowners premiums written increased 9.3% to $6.19 billion in 2004 from $5.66 billion in 2003,
following a 10.2% increase in 2003 from $5.14 billion in 2002.

Alistate brand Encompass brand
Homeowners 2004 2003 2002 2004 2003 2002
New business premiums ($ millions) $ 823 S 687 S 493 5 71 S 44§ 3
New business premiums (% change) 19.8 39.4 98 614 419 240
Renewal business premiums ($ millions) $4,816 $4,466 $4,160 $481 $466 $453
Renewal ratio™® 884 875 879 885 879 868
PIF (% change)®@ 6.4 34 (05) 21 (45 (62
Average premium (% change)M® 37 65 198 127 118 133

(1) Alistate brand statistic excludes business written in Canada.

(2) Revised to reflect new counting methodology for Encompass brand. PIF, renewal ratio and average gross premium are subject
to some distortion due to continued integration of systems.

The Alistate brand homeowners PIF increase in 2004 compared to 2003 is the result of the increases
in new business due to a broader marketing approach in most of the U.S. and an increased renewal ratio,
which management believes is related to reduced rate activity and increased customer loyalty. Due to
recent hurricanes, beginning in September 2004, we have curtailed our acceptance of new business in
Florida, which will continue to adversely impact our growth in new business premiums. Sequential growth
of Allstate brand homeowners PIF for the last four quarters has averaged 1.6% each quarter. The
increases in average premium during 2004 and 2003 were primarily due to higher average renewal
premiums in both years. Higher average renewal premiums were related to increasing home values, along
with rate actions taken in the current and prior year. The reduced level of rate changes in the current
year are due to declines in frequency and severity as discussed in the Underwriting Results section. The
Allstate brand homeowners PIF increase in 2003 compared to 2002 was the result of the increased
competitiveness of our underwriting practices, products and rates in the homeowners market.

Encompass brand homeowners new business premiums written increased in 2004 compared to 2003
due to increases in PIF and average premium. Increases in Encompass brand homeowners average
premium were due to rate actions taken during the current and prior year.

The following table shows the net rate changes that were approved for homeowners during 2004.

Annual Impact of Rate
Changes on State

Weighted Average Specific Premiums
# of States  Rate Change (%) Written (%0)®
Allstate brand 11 0.3 33
Encompass brand 31® 9.3 6.2

(1} Represents the impact in the states where rate changes were approved during 2004 as a percentage of total countrywide

year-end premiums written.

(2) Represents the impact in the states where rate changes were approved during 2004 as a percentage of total year-end
premiums written in those states.

(3) Includes Washington D.C.
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Premiums earned by brand are shown in the following table.

Alistate brand

Encompass brand Total Alistate Protection

(in millions) 2004 2003 2002 2004 2003 2002 2004 2003 2002
Standard auto $14,290 $13,406 $12,667 $1,208 $1,195 $1,194 $15,498 $14,601 $13,861
Non-standard auto 1,823 2,075 2413 161 163 89 1,984 2238. 2502
Auto 16,113 15,481 15,080 1369 1,358 1,283 17,482 16,839 16,363
Homeowners 5349 4,892 4,275 529 494 470 5878 5386 4,745
Other 2,482 2316 2,147 141 123 96 2,623 2,439 2243
Total $23,944 $22,689 $21,502 $2,039 $1975 $1,849 $25983 $24,664 $23,351

Underwriting results are shown in the following table.

(in miilions)
Premiums written

Premiums earned

Claims and claims expense
Amortization of DAC

Other costs and expenses
Restructuring and related charges

Underwriting income
Catastrophe losses

Underwriting income (loss) by brand
Allstate brand
Encompass brand

Underwriting income

2004 2003 2002
$26,527 $25,175 $23,910
$25,983 $24664 $23,351
(17,208) (16,858) (17,424)

(3,874) (3,520) (3.216}

(2,387) (2316) (2,097

(46) ®7) (117)

$2468 S$ 1903 S 497
$2468 S 1489 S 731

$2340 $194 $ 681
128 (38) (184)

$2468 $ 1,903 S 497

Allstate Protection generated underwriting income of $2.47 billion during 2004 compared to
$1.90 billion in 2003. The increase in underwriting income was the result of increased premiums earned,
declines in auto and homeowners claim frequency (rate of claim occurrence) excluding catastrophes and
favorable reserve reestimates related to prior years, partially offset by higher catastrophe losses, increased
operating costs and expenses and increased current year claim severity (average cost per claim). For
further discussion and quantification of the impact of reserve estimates, reserve reestimates and
assumptions, see the Property-Liability Claims and Claims Expense Reserves section of the MD&A.

Claims and claims expense during 2004 includes estimated catastrophe losses of $2.00 billion, net of
recoveries from the Florida Hurricane Catastrophe Fund ('FHCF™), related to hurricanes Charley, Frances,
van, and Jeanne. This estimate includes net losses on personal lines auto and property policies and net
losses on commercial policies. For a further discussion of catastrophe losses, see page 21.

Alistate Protection generated underwriting income of $1.90 billion during 2003 compared to
$497 million in 2002. The increase in underwriting income was the result of increased premiums earned,
declines in auto and homeowners claim frequency and favorable prior year reserve reestimates, partially
offset by increased catastrophe losses, increased operating costs and expenses and increased current

year claim severity.
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Changes in auto current year claim severity are generally influenced by inflation in the medical and
auto repair sectors of the economy. We mitigate these effects through various loss management
programs. Injury claims are affected largely by medical cost inflation while physical damage claims are
affected largely by auto repair cost inflation and used car prices. Our rate of increase in incurred injury
claim severity during 2004 and 2003 was lower than the relevant medical cost indices. We believe our
claim settlement initiatives, such as improvements to the ciaim settlement process, medical management
programs, the use of special investigative units to detect fraud and handle suspect claims, litigation
management and defense strategies, as well as various loss management initiatives underway, contribute
positively to the mitigation of injury severity trends. However, auto injury claim severity could offset the
success of these programs; therefore, we will continue to pursue claim mitigation programs.

For auto physical damage coverages, we monitor our rate of increase in average cost per claim
against a weighted average of the Body Work price index and the Used Car price index. In 2004, our rate
of increase in incurred physical damage current year claim severity was generally lower than the
weighted index. In 2003, our rate of increase in incurred physical damage current year claim severity was
generally higher than the weighted index. We believe that results were favorably impacted by the
application of enhanced claim settlement practices for auto physical damage claims. Accordingly, we
continue to pursue various loss management initiatives that we expect to contribute positively to the
mitigation of physical damage severity trends. However, during 2003 the increase in auto physical damage
claim severity more than offset the success of these programs.

Changes in homeowners current year claim severity are generally influenced by inflation in the cost
of building materials, the cost of construction and property repair services, the cost of replacing home
furnishings and other contents, the types of claims that qualify for coverage, deductibles and other
economic and environmental factors. In 2004 and 2003, we experienced an increase in homeowners
severity compared to prior year. We employ various loss management programs to mitigate the effect of
these factors; however, homeowners severity may increase, offsetting the success of these programs. We
have also taken numerous actions that we expect to contribute to profitabie trends in the homeowners
loss ratio.
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Loss ratios are a measure of profitability. Loss ratios by product, and expense and combined ratios by
brand, are shown in the following table. These ratios are defined on page 8.

Effect of
Catastrophe
Losses
Loss Ratio on the Loss Ratio

2004 2003 2002 2004 2003 2002

Allstate brand loss ratio:

Standard auto 644 701 749 07 14 0.7
Non-standard auto 539 656 724 09 07 03
Auto 632 695 745 07 13 06
Homeowners 67.4 632 758 292 218 120
Other 846 681 707 277 56 33
Total Allstate brand ioss ratio 663 68.0 744 98 62 32
Alistate brand expense ratio 239 235 225
Alistate brand combined ratio 902 915 969

Encompass Brand loss ratio:

Standard auto 613 69.4 791 05 07 05

Non-standard auto (Deerbrook) 758 847 108.0 06 07 -
Auto 63.1 712 81.1t 06 0.7 04

Homeowners 63.7 767 751 164 166 104

Other 844 715 406 57 40 3.1

Encompass brand loss ratio 647 726 775 51 49 31

Encompass brand expense ratio 290 293 325

Encompass Brand combined ratio 937 1018 1100

Total Allstate Protection loss ratio 662 684 746 95 60 3.1

Alistate Protection expense ratio 243 2389 233

Alistate Protection combined ratio 905 923 979

Standard auto loss ratio declined 5.7 points for the Allstate brand and 8.1 points for the Encompass
brand in 2004 when compared to 2003. These declines were due to higher premiums earned, favorable
reserve reestimates related to prior years and lower claim frequency, partially offset by higher current year
claim severity. Standard auto claim frequency in the fourth quarter of 2004 increased slightly over the
prior year guarier due to weather related events in the last two weeks of 2004; however, our underlying
frequency trends remain favorable. In 2003, the Allstate brand standard auto loss ratio declined 4.8 points
and the Encompass brand standard auto loss ratio declined 9.7 points when compared to 2002. The
declines in 2003 were due to higher premiums earned, lower claim frequency and favorable reserve
reestimates related to prior years, partially offset by higher catastrophe losses and claim severity.

Non-standard auto loss ratio declined 11.7 points for the Allstate brand and 8.9 points for Encompass
brand in 2004 when compared to 2003. These declines were due to favorable reserve reestimates related
to prior years and lower claim frequency, partially offset by higher current year claim severity. In 2003, the
Allstate brand non-standard loss ratio declined 6.8 points and the Encompass brand non-standard loss
ratio declined 24.3 points. These declines were due to lower claim frequency, favorable reserve
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reestimates and higher premiums earned in Encompass brand, partially offset by higher catastrophe
losses and higher claim severities.

Auto foss ratio declined 6.3 points for the Allstate brand and 8.1 points for the Encompass brand in
2004 when compared to 2003. These declines were due to favorable reserve reestimates related to prior
years, lower claim frequency and higher premiums earned for Allstate brand, partially offset by higher
current year claim severity. In 2003, the Allstate brand auto loss ratio declined 5.0 points and the
Encompass brand auto loss ratio declined 9.9 points when compared to 2002. These declines were due to
higher premiums earned and lower claim frequency and favorable reserve reestimates, partially offset by
higher catastrophe losses and claim severity.

Homeowners loss ratio increased 4.2 points for the Allstate brand and declined 13.0 points for the
Encompass brand in 2004 when compared to 2003. These fluctuations were due to higher catastrophes
partially offset by higher premiums earned, favorable reserve reestimates related to prior years and lower
claim frequency, excluding catastrophes for the Allstate brand, and higher current year claim severity. In
2003, the Allstate brand loss ratio declined 12.6 points and the Encompass brand loss ratio increased 1.6.
points when compared to 2002. These fluctuations were due to higher premiums earned, lower claim
frequency and favorable reserve reestimates for the Allstate brand, including lower than anticipated
losses in Texas related to mold claims, offset by increased catastrophe losses, higher claim severity and
higher reserve reestimates for Encompass brand. Allstate brand incurred losses related to mold claims in
Texas were negligible in 2003 compared to losses of $326 million in 2002.

For homeowners, we implemented programs such as market or state-specific product designs, rate
increases, underwriting and rating changes, discontinuation of specific coverages, specific policy
language clarifying coverage for mold claims and loss management initiatives to improve the profitability
of this business. Because of the success of these programs we returned this business to profitability in
2003, although volatility in underwriting results during 2004 was caused by catastrophes.

Expense ratio for Allstate Protection increased in 2004 compared to 2003 due to higher amortization
of DAC resuiting from higher agent incentives and increases in marketing expense. Higher agent
incentives were based on higher underlying profitability and increases in premium written. Expense ratio
for Allstate Protection increased in 2003 compared to 2002 due to higher agent incentives, marketing
expenditures, charitable contributions and employee-related expenses.

The impact of specific costs and expenses on the expense ratio is included in the following table.

Alistate brand Encompass brand
: . 2004 2003 2002 2004 2003 2002
Amortization of DAC 145 139 133 196 191 198
Other costs and expenses 92 93 87 90 99 126
Restructuring and related charges . 62 03 05 04 03 01
Total expense ratio 239 235 225 290 293 325

The expense ratio for the standard auto and homeowners businesses generally approximate the total
Allstate Protection expense ratio of 24.3 in 2004, 23.9 in 2003 and 23.3 in 2002. The expense ratio for the
non-standard auto business generally is lower than the total Allstate Protection expense ratio due to
lower agent commission rates and higher average premiums for non-standard auto as compared to
standard auto. The Encompass brand expense ratio is higher on average than the expense ratio of the
Alistate brand due to higher commission rates and licensing fees paid to CNA Financial Corporation.
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Alistate Protection underwriting income was impacted by restructuring charges. For a more detailed
discussion of these charges, see Note 12 of the consolidated financial statements. Net income was also
favorably impacted in 2003 by adjustments for prior year tax liabilities totaling $69 miliion.

DAC We establish a DAC asset for costs that vary with and are primarily related to acquiring
business, principally agents’ remuneration, premium taxes, certain underwriting and direct mail solicitation
expenses. For the Allstate Protection business, DAC is amortized to income consistent with the
timeframes in which premiums are earned.

The balance of DAC for each product type at December 31, is included in the following table.

Encompass Tota! Allstate

Alistate brand brand Protection

{in miliions) 2004 2003 2004 2003 2004 2003
Standard auto $ 537 S 491 %123 S$112 S 660 S 603
Non-standard aute 62 63 4 5 66 68

Auto 599 554 127 17 726 - 671
Homeowners 447 392 61 52 508 444
Other personal lines 213 198 13 12 226 210
Total DAC $1,259  $1,144  $201 $181  $1,460 $1,325

Catastrophe Losses are an inherent risk of the property-liability insurance industry that have
contributed, and will coentinue to contribute, to potentially material year-to-year fluctuations in our results
of operations and financial position. We define a “catastrophe™ as an event that produces pre-tax losses
before reinsurance in excess of $1 million and involves multiple first party policyholders, or an event that
produces a number of claims in excess of a preset, per-event threshold of average claims in a specific
area, occurring within a certain amount of time following the event. Catastrophes are caused by various
naturai events inciuding earthquakes, volcanoes, wildfires, tornadoes, hailstorms, hurricanes, tropical
storms, high winds and winter storms. We are also exposed to human-made catastrophic events, such as
certain acts of terrorism or industrial accidents. The nature and level of catastrophes in any period cannot
be predicted.

Over time we have limited our aggregate insurance exposure to catastrophe losses in certain regions
of the country that are subject to high levels of natural catastrophes. Actions we have taken to fimit our
exposure include purchase of reinsurance in certain states; restricting the amount and location of new
business; limiting the availability of certain policy coverages; placing policies with third parties; and
increasing our participation in catastrophe pools. However, the impact of these actions may be diminished
by the growth in insured values, the effect of state insurance laws and regulations and by the effect of
competitive considerations. We have also requested and received rate increases and have expanded the
use of hurricane, tropical cyclone and earthquake deductibles in certain regions that are subject to high
levels of catastrophes.

We consider the greatest areas of potential catastrophe losses due to hurricanes to be major
metropolitan centers near the eastern and guif coasts of the United States, and the greatest areas of
potential catastrophe losses due to earthquakes tc be California, areas surrounding the New Madrid fauit
system in the Midwest and faults in and surrounding Seattle, Washington and Charleston, South Carolina.
For further disclosure of our participation in the FHMCF, Citizens Property Insurance Corporation and the
California Earithquake Authority (“CEA™), which limit our exposure to catastrophes in certain areas, see
Notes 9 and 13 of the consolidated financial statements.
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We include catastrophe losses in property-liability claims and claims expense. As a result,
catastrophe losses affect both our underwriting results and loss ratios. During 2004, catastrophe losses
totaled $2.47 billion, compared to catastrophe losses of $1.49 billion in 2003 and $731 million in 2002. Of
the $2.47 billion of catastrophe iosses incurred during 2004, $2.00 billion related to hurricanes Charley,
Frances, Ivan and Jeanne, which struck portions of Florida, the southeastern seaboard, and other parts of

the United States.

Estimates of losses from hurricanes Charley, Frances, ivan and Jeanne at December 31, 2004 are
shown in the table below:

(in millions) Gross FHCF_ Net
Personal Lines Losses Recoveries Losses
-Charley (August 13) S 756 5(323) S 433
Frances (September 3) 650 (235) 415
ivan (September 14) 576 (47) 529
Jeanne (September 25) 330 ~ 330
" Subtotal $2,312 ($605) - 1,707
Commercial 393 (98) 295
Total Loss Estimate $2,705 $(703) $2,002

Since our preliminary provision for losses of $1.64 bhillion, net of recoveries from the FHCF, as of
September 30, 2004, we revised our provision for these four hurricane losses to $2.00 billion, net of
recoveries from the FHCF, as of December 31, 2004. Estimates of losses for these storms were increased
due to increased estimates cf claim severity on personal lines and commercial property claims in Florida.
When the initial estimates for these storms were prepared in the third quarter, these storms had only
recently occurred, very few losses had been paid, and due to the extensive devastation and massive scale
of these storms, it was not possible to gain access to and physically inspect a sufficiently large portion of
claims. During the fourth quarter, property inspections were completed by claim adjusters and,
consequently, we were able to develop mare accurate assessments of the actual cost of physical
damages. A significant amount of these losses have been paid.

Estimates of gross qualifying personal property losses for Charley, Frances and Ivan have exceeded
the $312 million per occurrence FHCF retention, thus permitting reimbursement of 90% of qualifying
losses above the retention. For Jeanne, estimated qualifying property losses are $279 million, which is
below the FHCF retention. Estimates of qualifying commercial habitational property losses for Charley and
Frances have exceeded the $30 million per occurrence FHCF retention. For lvan and Jeanne, estimated
qualifying commercial habitational property losses are $27 million and $14 million, respectively, which are
below the FHCF retention. For all of the storms, any adverse development of losses not qualifying for
FHCF reimbursement will adversely impact net incocme if and when determined.

The current estimates of losses for these storms have a much greater degree of certainty than
previous estimates, which were prepared shortly after these storms occurred. However, there are stiil
factors and complications that may cause future development of these estimates to be either favorable or
unfavorable. Among other things, there are still claims to be reported; we are still evaluating the impact in
communities that were hit by more than one hurricane; and our evaluation of losses is complicated by
the fact that property damage resulted from both flooding, which Allstate policies do not cover, and high
winds, which Allstate policies typically do cover. In addition, because of increased demand for services
and supplies in the areas affected by the hurricanes and the length of time required to repair the
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damage, our loss estimates may not accurately reflect inflated costs of repair. Finally, the net loss
estimates could be affected by the amount of FHCF reimbursements actually received.

Historical Catastrophe Experience In the last 13 years, the average annual impact of
catastrophes on our Property-Liability loss ratio was 6.5 pts. However, this average does not reflect the
impact of some of the more significant actions we have taken to limit our catastrophe exposure.
Consequently, we think it is useful to consider the impact of catastrophes after excluding losses that are
now substantially covered by the CEA, FHCF or placed with a third party. The average annual impact of
all catastrophes, excluding losses from Hurricanes Andrew and Iniki and losses from California
earthguakes, on our Property-Liability loss ratio was 4.4 during the last 13 years. Comparatively, the
average annual impact of catastrophes on the homeowners loss ratio over the last 12 years, excluding
losses from Hurricane Andrew, California earthquakes and Hawaii hurricanes during that period was
16.3 points, with an impact of 16.2 in areas bordering the eastern and gulf coasts with hurricane
exposure and an impact of 16.5 in all other areas.

Alistate Protaction Qutliook

@ We expect to see continued growth of Allstate brand auto premiums written due to increased PIF
resulting from increases in the number and productivity of agents representing us, increased
advertising effectiveness and higher customer loyaity partially offset by consistent average gross
premiums.

& \We will continue to review our homeowners business in order to determine its potential for future
profitability. Our review may result in actions designed to limit our catastrophe risk such as
increased purchases of reinsurance, increased rates or limitations on new business writings.

® As a result of the four hurricanes in Florida and their very adverse financial impacts and in an
effort to mitigate our exposure to catastrophe risk, we are currently evaluating various actions that
could negatively impact the level of homeowners premiums written and profitability. The actions
under consideration include continued suspension of writing new business, purchasing additional
reinsurance and other actions to reduce exposure to hurricanes, including placing policies with
third parties, increasing rates, and advancing proposals for legislative reform. Additionally, the state
of Florida has taken other actions that could negatively impact our level of homeowners premiums
written and profitability, including changing to seasonal hurricane deductibles, discouraging
insurance companies from increasing rates and not allowing non-renewal of policies.

& We expect to experience premium growth in the Encompass brand during 2005 since we have
attained profitability in this business.

® \We expect that volatility in the level of catastrophes or claim frequency we experience will
contribute to variation in our underwriting results.

® \We will continue to examine our expenses for additional areas where costs may be reduced. Any
reductions in costs we achieve, however, may be offset by the costs of other new initiatives, such
as increased expenditures for technology. We expect advertising expenses in 2005 to be
comparable to 2004 expenses, which were approximately $275 million, but will be more focused on
our target customers. In addition, other factors may increase our expenses, including an adverse
market impact on net periodic pension cost, increases in other benefit expenses and guaranty
fund assessments.
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DISCONTINUED LINES AND COVERAGES SEGMENT

Overview The Discontinued Lines and Coverages segment includes results from insurance
coverage that we no longer write and results for certain commercial and other businesses in run-off. We
have assigned management of this segment to a designated group of professionals with expertise in
claims handling, policy coverage interpretation and exposure identification. Our exposure to ashestos,
environmental and other discontinued lines claims arises in this segment.

Summarized underwriting results for the years ended December 31, are presented in the following
table.

2004 2003 2002

(in millions)

Premiums written S 4 $ 12 § 7
Premiums earned $ 6 $ 13 S 10
Claims and claims expense ‘ (635) (574) (233)
Other costs and expenses @ (o (an
Underwriting loss $(638) S(571) $(234)

During 2004, the underwriting loss was primarily due to reestimates of asbestos reserves totaling
$463 million, and an increase of $136 million in the allowance for future uncollectible reinsurance. The
cost of administering claims settlements totaled $22 million, $23 million and $39 miliion for the years
ended December 31, 2004, 2003 and 2002, respectively.

During 2003, the underwriting loss was also primarily due to our annual review of reserves for
asbestos, environmental, and other discontinued lines exposures, resulting in an increase in reserves
totaling $514 million, including increases for asbestos of $442 million, $34 million due to new information
received for two manufacturing insureds in bankruptcy, and $38 million for an excess insurance
policyholder who submitted new and unanticipated claims that were for previously not designated, and
therefore unexpected, coverage years.

See the Property-Liability Claims and Claims Expense Reserves for a more detailed discussion.

Discontinued Lines and Coverages Outlook

o We may continue to experience asbestos losses in the future. These losses could be due to the
potential adverse impact of new information relating to new and additional claims or the impact of
resolving unsettled claims based on unanticipated events such as litigation or legislative, judicial
and regulatory actions. Because of our annual “ground up” review, we believe that our reserves
are appropriately established based on available information, technology, laws and regulations.

PROPERTY-LIABILITY INVESTMENT RESULTS

Net investment income increased 5.7% in 2004 when compared to last year, after increasing 1.3%
in 2003 when compared to 2002. These increases were due to higher portfolio balances resulting from
positive cash flows from operations and investment activities and higher income from partnerships,
partially offset by lower portfolio yields.




The following table presents the average pre-tax investment yields®") for the year ended
December 31.

2004 2003 2002

Fixed income securities: tax-exempt 5.40% 5.5% 5.6%
Fixed income securities: tax-exempt equivalent 7.9 78 80
Fixed income securities: taxable 52 55 65
Equity securities 46 44 39
Mortgage loans 5.5 77 5.8
Total portfolio 5.1 53 56

(1) Pre-tax vield is calculated as annualized investment income (ncluding dividend income in the case of equity securities) divided
by the average of the beginning and end of period investment balances. Amortized cost basis is used to calculate the average
investment balance for fixed income securities and mortgage loans. Cost is used for equity securities.

Net reaiized capital gains and losses, after-tax were $397 million in 2004 compared to
$192 million in 2003 and $(314) million in 2002. The following table presents the factors driving the net
realized capital gains and losses results.

(in miilions) 2004 2003 2002

Investment write-downs S (46} S(110) S(148)
Dispositions 697 385 (129)
Valuation of derivative instruments 10 10 (24)
Settlements of derivative instruments (69) 3 (195
Realized capital gains and losses, pretax 592 288  (496)
income tax (expense) benefit (195) (96) 182
Realized capital gains and losses, after-tax $397 $192 5(314)

For a further discussion of net realized capital gains and losses, see the Investments section of the
MD&A.

Investment Outlook

® The Property-Liability investment portfolio relies upon positive cash flows to support investment
purchzses. Cash flows available for investment can be impacted by volatility in underwriting results
and the level of dividends paid by Allstate insurance Company ("AIC”) to The Alistate Corporation.
The amount of cash flow available to invest directly impacts the amount of Property-Liability net
investment income.

® Allstate expects to experience lower investment yields due, in part, to the reinvestment of proceeds
from security prepayments, calls and maturities, and the investment of cash flows from operations
in securities yielding less than the average portfolio rate.

PROPERTY-LIABILITY CLAIMS AND CLAIMS EXPENSE RESERVES

Underwriting results of Property-Liability are significantly influenced by estimates of property-liability
claims and claims expense reserves. We describe our reserve process in the Application of Critical
Accounting Paolicies section of the MD&A and Note 7 of the consolidated financial statements. These
reserves are an estimate of amounts necessary to settle all outstanding claims, including IBNR claims, as
of the reporting date.
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Reserves are established for claims as they occur for each line of business based on estimates of
the ultimate cost to settle the claims. The actua! loss results are compared to prior estimates and
differences are recorded as reserve reestimates. The primary actuarial technique used to estimate
reserves and provide for losses is a “chain ladder” estimation process in which historical loss patterns are
applied to actual paid losses and reported losses (paid losses plus individual case reserves set by claim
adjusters) for an accident year or a report year to create an estimate of how losses are likely to develop
over time. An accident year refers to classifying claims based on the year in which the claims occurred. A
report year refers to classifying claims based on the year in which the claims are reported. Both
classifications are used to prepare estimates of required reserves for payments to be made in the future.

In the chain ladder estimation technique, a ratio (development factor) is calculated which compares
current results to results in the prior period for each accident year. A three-year or two-year average
development factor, based on historical results, is usually multiplied by the current experience to estimate
the development of losses of each accident year from the current time period into the next time period.
The development factors for the next time periods for each accident year are compounded over the
remaining calendar years to calculate an estimate of ultimate losses for each accident year. Occasionally,
unusual aberrations in loss patterns are caused by factors such as changes in claim reporting, settlement
patterns, unusually large losses, process changes, legal or regulatory changes, and other influences. In
these instances, analyses of alternate development factor selections are performed to evaluate the effect
of these factors, and actuarial judgment is applied to make appropriate development factor assumptions
needed to develop a best estimate of ultimate losses. Paid losses are then subtracted from estimated
ultimate losses to determine the indicated reserves. The difference between indicated reserves and
recorded reserves is the amount of reserve reestimate.

Reserves are reestimated quarterly. When new development factors are calculated from actual losses,
and they differ from estimated development factors used in previous reserve estimates, assumptions
about losses and required reserves are revised based on the new development factors. Changes to
reserves are recorded in the period in which development factor changes result in reserve reestimates.

Over one thousand actuarial estimates of the types described above are prepared each quarter to
monitor losses for each line of insurance, major components of losses (such as coverages and perils),
major states or groups of states and for reported losses and IBNR. Often, several different estimates are
prepared for each detailed component, incorporating alternative analyses of changing claim settlement
patterns and other influences on losses, from which we select our best estimate for each component,
occasionally incorporating additional analyses and actuarial judgment, as described above. These
estimates also incorporate the historical impact of inflation into reserve estimates, the implicit assumption
being that a multi-year average development factor represents an adequate provision. Based on our
review of these estimates, our best estimate of required reserves for each state/line/coverage component
is recorded for each accident year, and the required reserves for each component are summed to create
the reserve balances carried on our Consolidated Statements of Financial Position.

The facts and circumstances leading to our reestimate of reserves relate to revisions to the
development factors used to predict how losses are likely to develop from the end of a reporting period
until all claims have been paid. Reestimates occur because actual losses are different than that predicted
by the estimated development factors used in prior reserve estimates. At December 31, 2004, the impact
of a reserve reestimation resulting in a one percent increase in net reserves would be a decrease of
approximately $110 million in net income. A reserve reestimation resulting in a one percent decrease in
net reserves would increase net income by approximately $110 million. For a further description of our
reserving policies and the potential variability in our reserve estimates, see the Application af Critical
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For Allstate Protection, at each reporting date the highest degree of uncertainty in estimates of
losses arises from claims remaining to be settled for the current accident year and the most recent
preceding accident year. The greatest degree of uncertainty exists in the current accident year because,
at the end of the current accident year, the percentage of losses that have not been reported or settled
and that consequently must be estimated, is higher than it will be as time elapses. Most of these losses
relate to damaged property such as automobiles and to medical care for injuries from accidents. During
the first year after the end of an accident year, a large portion of the total losses for that accident year
are settled. When accident year losses paid through the end of the first year following the accident year
are incorporated into updated actuarial estimates, the trends inherent in the settlement of claims emerge
more clearly. Consequently, this is the point in time at which we tend to make our largest reestimates of
losses for an accident year. After the second year, the losses that we pay for an accident year typically
relate to claims that are more difficult to settle, such as those involving serious injuries or litigation.
Private passenger auto insurance provides a good illustration of the uncertainty of future loss estimates:
our typical annual percentage payout of reserves (estimated losses) for an accident year is approximately
45% in the first year afier the end of the accident year, 25% in the second year, 10% in the third year,
10% in the fourth year, and the remaining 10% thereafter.

The table below shows totai net reserves as of December 31, 2004, 2003 and 2002 for Allstate brand,
Encompass brand and Discontinued Lines and Coverages lines of business.

(in millions) 2004 2003 2002

Allstate brand $13,204 $12,866 $12,361
Encompass brand 1,230 1,277 1,227
Total Allstate Protection $14,434  $14,143  $13,588
Discontinued Lines and Coverages 2,327 1,837 1,430
Total Property-Liability $16,761 $15980 $15,018

The table below shows net reserves representing the estimated cost of outstanding claims as they
were recorded at the beginning of years 2004, 2003 and 2002, and the effect of reestimates in each year.

2004 2003 2002

Jan 1 Resgrve Jan 1 Resc_arve Jan 1 Resgrve
(in millions) Reserves Reestimate Reserves Reestimate Reserves Reestimate
Allstate brand $12,866 S(872) $12,361 S (209) $12092 S 386
Encompass brand 1,277 7 1,227 36 1,247 68
Total Alistate Protection $14,143  $(865) 513,588 S (173) $13339 S 454
Discontinued Lines and Coverages _ 1,837 635 1,430 574 1,494 231
Total Property-Liability $15,980  $(230) $15018 § 401 $14833 § 685
Reserve reestimates, after-tax ; $(150) S 261 S 445
Net income 3,181 2,705 1,134
Reserve reestimates as a % of net income 4.7% (9.6)% (39.2)%
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Alistate Protection

The table below shows Allstate Protection net reserves representing the estimated cost of
outstanding claims as they were recorded at the beginning of years 2004, 2003 and 2002, and the effect
of reestimates in each year.

2004 2003 2002
Jan 1 Resgrve Jan 1 Resn_arve Jan 1 Resgwe
(in millions) Reserves Reestimate Reserves Reestimate Reserves Reestimate
Auto $10,419 S (657) $10,378 S (2213 $10,339 S 44
Homeowners 1,873 (169) 1,664 13 1,488 367
Other Lines 1,851 (39) 1,546 35 1,512 43
Total Allstate Protection $14,143 $ (865) $13,588 S (173) $13,339 S 454
Underwriting income (Joss) 2,468 1,903 497
Reserve reestimates as a % of
underwriting income (loss) 35.0% 9.1% 91.3)%

Auto reserve reestimates in 2004 and 2003 were primarily the result of auto injury severity
development in 2003 and 2002 that was better than expected and late reported loss development that
was better than expected due to lower frequency trends in recent years. Auto reserve reestimates in 2002
were primarily due to increasing severity trends for automobile repair and medical costs of $55 million for
Encompass brand operations and $17 million for Canadian operations, partially offset by reduced reserve
reestimates for the Alistate brand.

Homeowners reserve reestimates in 2004 were primarily due to late reported loss development that
was better than expected. Homeowners reserve reestimates in 2003 were primarily due to severity
development that was greater than expected and additional losses from the 1994 Northridge earthquake,
partially offset by the release of reserves due to lower than anticipated losses in Texas related to mold
claims.

Homeowners reserve reestimates in 2002 were primarily due to claim severity and late reported
losses that were greater than the level anticipated in previous reserve estimates. This resulted in reserve
reestimates including $78 million related to IBNR, $95 million related to claim severity and $169 million
related to mold claims in Texas. In addition, reserves were increased $25 million for settlement of losses
remaining from the 1994 Northridge earthquake. In March 2002, a new Texas homeowner policy form was
implemented that restricted mold coverage from what had been provided by a previous broad state-
mandated policy form. As a result, coverage provided and the incidence of losses for mold diminished in
the second half of the year. Reserve reestimates in 2003 and 2002 for the 1994 Narthridge earthquake
losses were to provide for higher than anticipated losses resulting from settlement of class action
litigation and due to greater than expected additional losses and expenses caused by coverage afforded
due to the passage of Caiifornia’s Senate Bill 1899 in 1999.

Other lines reseive reestimates in 2004, 2003, and 2002 were primarily the result of claim severity
development different than anticipated in previous estimates.




Pending, new and closed claims for Allstate Protection, for the years ended December 31, are

summarized in the following table.

Number of Claims

Auto

Pending, beginning of year
New

Total closed

Pending, end of year

Homeowners

Pending, beginning of year
New

Total closed

Pending, end of year
Other lires

Pending, beginning of year
New

Total closed

Pending, end of year

Total Alistate Protection
Pending, beginning of year
New

Total closed

Perding, end of year

We believe the net loss reserves for Allstate Protection exposures are appropriately established based

on available facts, technology, laws and regulations.

2004 2003 2002
569,549 635,304 684,324
5,367,891 5,480,516 5,973,807
(5,386,229) (5,546,271) (6,022,827)
551,211 569,549 635,304
62,080 87,058 87,743
995,569 962,673 966,023
(972,739) (987,651)  (966,708)
84,910 62,080 87,058
46,671 83,117 53,851
385,298 356,037 386,453
(371,397)  (362,483) (387,187)
60,572 46,671 53,117
678,300 775,479 825,918
6,748,758 6,799,226 7,326,283
(6,730,365) (6,896,405) (7,376,722)
696,693 678,300 775,479

The following tables reflect the accident years to which the reestimates shown above are applicabie
for Allstate brand, Encompass brand and Discontinued Lines and Coverages lines of business. Favorabie
reserve reestimates are shown in these tables in parentheses.

2004 Prior year reserve reestimates

Gin millions) ’333,& 1995 1996 1997 1998 1999 2000 2001 2002 2003 Total
Allistate brand S$S131 828  S11  S(11) S$(26) S(B7) S(102) S(105) $(192) $(549) $(872)
Encompass brand __(ﬁ) - - - - 8 10 2 9 (18} 7
Total Alistate Protection 127 28 11 (A1) (26) (@9 (2 (103) (183) (b67) (865)
Discontinued Lines and

Coverages 6% - - - - - - - - - 635
Total Property-Liability $762  s28  $11 &) §_[_2_§) gll_g] $ (92) $0103) $(183) $(6567) $(230)
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2003 Prior year reserve reestimates

1993 &

Gin millions) Prior 1994 1995 1996 1997 1998 1999 2000 2001 2002 Total
Allstate brand $50 S$38 57 S17 S$19 $26  S4  $(21) S(78) S(271) $(209)
Encompass brand @ - - - - = = 12 10 16 36
Total Alistate Protection 48 38 7 17 19 26 4 9 (®8) (255) (173)
Discontinued Lines and

Coverages. 54 - - - - = - = = ~ 574
Total Property-Liability $622 38 7 17 $19 526 S4 S (9) $(68) $(255) S 401
2002 Prior year reserve reestimates

1992 &

(in millions) Prior 1993 1994 1995 1996 1997 1998 1999 2000 2001 Total
Allstate brand $ (3 S $25 $4 ST s(14) S@) $2 $57 $324 $386
Encompass brand - - - - - = = 17 23 28 68
Total Allstate Protection 3) ® 25 4 1 4 @& 19 80 352 454
Discontinued Lines and

Coverages 231 = = =~ - - = -~ - 231
Total Property-Liability $228  S(6) $25 o4 $1 S(14) $@4) S19 $80 $352 3685

Allstate brand  The Allstate brand experienced $872 millicn of favorable prior year reserve
reestimates in 2004. This was primarily due to auto injury severity development that was better than
expected and late reported loss development that was better than expected due to lower frequency
trends in recent years.

The Allstate brand experienced $209 million of favorabie prior year reserve reestimates in 2003. This
was primarily due to auto injury severity and late reported loss development that was better than
expected and the release of reserves due to lower than anticipated losses in Texas related to mold claims.

The Allstate brand experienced $386 million of unfavorable prior year reserve reestimates in 2002.
This was primarily due to $338 million of homeowners reestimates resulting from claim severity
development and late reported losses that were greater than what was anticipated in previous reserve
estimates, including $169 million related to mold claims in Texas and $25 million for settlement of losses
remaining from the 1994 Northridge earthquake. Reestimates of reserves from prior years for auto and
other businesses were $48 million for the year, of which $20 million was for Canadian business reserves.
These reestimates were primarily due to increasing inflationary pressures on auto severities and for some
of the small non-auto products. : :

These trends are primarily responsible for revisions to loss development factors, as previously
described, used to predict how losses are likely to develop from the end of a reporting period until all
claims have been paid. Because these trends cause actual losses to differ from those predicted by the
estimated development factors used in prior reserve estimates, reserves are revised as actuarial studies
validate new trends, based on the indications of updated development factor calculations.
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The impact of these reestimates on the Allstate brand underwriting income (loss) is shown in the
table below.

{in miflions) 2004 2003 2002
Reserve reestimates - S 872 $ 209 $(386)
Allstate brand underwriting income (ioss) : 2,340 1,941 681
Reserve reestimates as a % of underwriting income

(loss) 37.3% 10.8%  (56.7)%

Encompass brand  Reserve reestimates in 2004, 2003 and 2002 were related to higher than
anticipated claim settlement costs. '

The impact of these reestimates on the Encompass brand underwriting (loss) income is shown in the
table below.

(in miflions) 2004 2003 2002
Reserve reestimates S S @) S (88)
Encompass brand underwriting (loss) income : 128 (38) (184)
Reserve reestimates as a % of underwriting (loss) income (6.50% (Q4.7)% (37.0)%

Discontinued Lines and Coverages  We conduct an annual review in the third quarter of each year
o evaluate and establish asbestos, environmental and other discontinued lines reserves. Reserves are
recorded in the reporting period in which they are determined. Using established industry and actuarial
best practices and assuming no change in the regulatory or economic environment, this detailed and
comprehensive “ground up” methodology determines reserves based on assessments of the
characteristics of exposure (e.g. claim activity, potential liability, jurisdiction, products versus non-products
exposure) presented by individual policyholders.

Reserve reestimates for the Discontinued Lines and Coverages, as shown in the table below, were
increased primarily for asbestos in 2004 and 2003, and for asbestos, environmental and other
discontinued lines tosses in 2002.

2004 2003 2002
Jan 1 Rest_arve Jan 1 Resgrve Jan 1 Reserve

Gin millions) Reserves Reestimate Reserves Reestimate Reserves Reestimate
Asbestos Claims $1,079 S 463 S 635 S 520 S 675 S 121
Environmental Claims 257 - 304 2 343 26
Other Discontinued Lines 501 172 491 52 476 B4
Total Discontinued Lines and

Coverages $1,837 S 635 $1,430 S 574 $1,494 S 231
Underwriting (loss) income (638) (671} (234)
Reserve reestimates as a % of

underwriting (loss) income (99.5)% {100.5)% (98.7)%

Reserve additions for asbestos in 2004, totaling $463 million, were primarily for products-related
coverage. This increase essentially was a result of a continuing level of increased claim activity being
reported by excess insurance policyholders with existing active claims, and reestimates of liabilities for
increased assumed reinsurance cessions, as ceding companies (other insurance carriers) also
experienced increased claim activity. Increased claim activity over prior estimates has also resulted in an
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increased estimate for future claims reported. These trends are consistent with the trends of other
carriers in the industry, which we believe are related to increased publicity and awareness of coverage,
ongoing litigation, potential cangressional activity and bankruptcy actions. During 2004, reserve
reestimates, including an increase in the allowance for future uncollectible reinsurance recoverables,
included $150 million for other discontinued lines exposures in run-off, and $22 million related to the cost
of administering claim settlements and miscellaneous run-off exposures.

Reserve additions for asbestos in 2003, totaling $520 million, were primarily for products-related
coverage. This increase essentially was a result of more claimants being reported by excess insurance
policyholders with existing active claims and new claims being reported in our assumed reinsurance
business. This trend is consistent with the trends of other carriers in the industry. We believe it is related
to increased publicity and awareness of coverage, ongoing litigation, potential congressional activity and
bankruptcy actions. During 2003, reserve reestimates inctuded $29 million for other discontinued lines
exposures in run-off, and $23 million related to the cost of administering claim settlements and
miscellaneous run-off exposures.

In 2002, asbestos reserves were increased by $121 million primarily due to final settlement of
exposure to an insured and adverse reestimates on other estimated asbestos losses due to an increase in
claims from smaller more peripheral exposures. Pending asbestos claims related to excess policies issued
to manufacturers that have filed for bankruptcy protection also increased to a minor extent. Reserve
reestimates also included $45 million for other discontinued lines exposures in run-off and $39 miilion
related to the cost of administering claim settlements and miscellaneous run-off exposures.

Our exposure to asbestos, environmental and other discontinued lines claims arises principally from
assumed reinsurance coverage written during the 1960s through the mid-1980s, including reinsurance on
primary insurance written on large United States companies, and from direct excess insurance written
from 1972 through 1985, including substantial excess general liability coverages on Fortune 500
companies. Additional exposure stems from direct primary commercial insurance written during the 1960s
through the mid-1980s. Other discontinued fines exposures primarily relate to general liability and product
liability mass tort claims, such as those for medical devices and other products.

In 1986, the general liability policy form used by us and others in the property-liability industry was
amended to introduce an “absolute pollution exclusion,” which excluded coverage for environmental
damage claims, and to add an asbestos exclusion. Most general liability policies issued prior to 1987
contain annual aggregate limits for product liability coverage. General liability policies issued in 1987 and
thereafter contain annual aggregate limits for product liability coverage and annual aggregate limits for all
coverages. Our experience to date is that these policy form changes have limited the extent of our
exposure to envirecnmental and asbestos claim risks.

Our exposure to liability for asbestos, environmental, and other discontinued lines losses manifests
differently depending on whether it arises from assumed reinsurance coverage, direct excess insurance,
or direct primary commercial insurance. The direct insurance coverage we provided that covered
asbestos, environmental and other discontinued lines was substantially “excess” in nature.

Direct excess insurance and reinsurance involve coverage written by us for specific layers of
protection above retentions and other insurance plans. The nature of excess coverage and reinsurance
provided to other insurers limits our exposure to loss to specific layers of protection in excess of
policyholder retention or primary insurance plans. Our exposure is further limited by the significant
reinsurance that we have purchased on our excess business.
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Our assumed reinsurance business involved writing generally small participations in other insurers’
reinsurance programs. The reinsured losses in which we participate may be a proportion of all eligible
losses or eligible losses in excess of defined retentions. The majority of our assumed reinsurance
exposure, approximately 85%, is for excess of loss coverage, while the remaining 15% is for pro-rata

coverage.

Our direct primary commercial insurance business did not include coverage to large asbestos
manufacturers. This business comprises a cross section of policyholders engaged in many diverse

business sectors located throughout the country.

The table below summarizes reserves and claim activity for asbestos and environmental claims
before {(Gross) and after (Net) the effects of reinsurance for the past three years.

2004 2003 2002

@in millions, except ratios) Gross Net Gross Net Gross Net
Asbestos claims

Beginning reserves $1,583 $1,079 $ 904 S 835 5928 $675
Incurred claims and claims expense 971 463 800 520 180 121
Claims and claims expense paid (127) 78} (121 (76) - (205) (161)
Ending reserves $2,427 $1,464 $1,583 51,079 $904 $635
Annua! survival ratio 19.1 18.8 13.1 14.2 4.4 39
3-year survival ratio 16.1 139 11.1 10.9 5.3 5.1

Environmental ciaims

Beginning reserves $ 315 $ 257 $393 $ 304 S444 $343

Incurred claims and claims expense 1 - - -2 34 26
Claims and claims expense paid (35) (25) 78) (49) (85) (65)
Ending reserves $ 281 $ 232 $ 315 $ 257 $393 $304
Annual survival ratio 8.1 9.1 4.0 5.2 4.6 4.7
3-year survival ratio 4.3 5.0 4.3 5.0 5.4 5.1
Combined environmental and asbestos

claims :
Annual survival ratio 16.7 16.4 95 10.7 45 42
3-year survival ratio 125 11.2 8.8 8.9 53 5.1
Percentage of {BNR in ending reserves 61.6% 59.9% 53.5%

The survival ratio is calculated by taking our ending reserves divided by payments made during the
year. This is a commonly used but extremely simplistic and imprecise approach to measuring the
adequacy of asbestos and environmental reserve levels. Many factors, such as mix of business, level of
coverage provided and settlement procedures have significant impacts on the amount of environmental
and asbestos cleims and claims expense reserves, claim payments and the resuitant ratio. As payments
result in corresponding reserve reductions, survival ratios can be expected to vary over time.

In 2004 and 2083, the asbestos survival ratios improved due to higher reserve balances and relatively
fow payments. In 2004, the environmental survival ratios improved due to lower clalm payments paid,
while in 2003 the ratios declined slightly due to a lower reserve balance.
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The total commutations, policy buy-backs, and settiement agreements and the survival ratios for
ashestos and environmental claims for 2004, 2003 and 2002 excluding these commutations, policy
buy-backs, and settfement agreements, are represented in the foliowing table.
2004 2003

(in millions, except ratios)

Asbestos claims ' .
Commutations, policy buy-backs & settlement agreements
Annual survival ratio

3-year survival ratio

Environmental claims
Commutations, policy buy-backs & setftlement agreements
Annual survival ratio

3-year survival ratio

Combined environmental and asbestos claims

Total commutations, policy buy-backs & settlement
agreements

Annual survival ratio

3-year survival ratio

2002

Gross Net Gross

Net Gross Net

$32 $22 $54 $33 $118 $102
2562 255 227 242 95 103
317 284 219 222 110 125
$22 S 14 542 S 24 §$29 § 22
217  20.7 84 100 6.6 6.9
97 100 7.7 8.4 9.7 9.5
$ 54 $36 $96 $57 $147 S$124
248 247 177 190 8.4 8.9
266 226 167 169 106 1.3

Our three-year net average survival ratio excluding commutations, policy buy-backs, and settlement
agreements is viewed to be another measure of current reserve adequacy. Now at 28.4 years for asbestos
as of December 31, 2004, we consider it to represent a strong reserve position. A one-year increase in
the three-year average asbestos survival ratio at December 31, 2004 would require an after-tax increase

in reserves of approximately $34 million.

Our net asbestos reserves by type of exposure and total reserve additions are shown in the following

table.
December 31, 2004 December 31, 2003 December 31, 2002
Active Active Active
Policy~ Net % of Policy-~ Net % of Policy- Net % of
. o holders Reserves Reserves holders Reserves Reserves hoiders Reserves Reserves

(in millions)
Direct policyholders:
—~Primary 52 $ 23 2% 52 S 28 3% 40 $ 186 2%’
—~Excess 322 297 20 286 201 19 240 87 14
Total 374 320 22% 338 228 22% 280 103 16%
Assumed reinsurance 222 15 191 17 173 27
IBNR claims 922 63 659 61 359 57
Total net reserves $1,464 100% 1,079 100% $635 100%
Total reserve additions $ 463 5140 $121

|

(1) Excludes a $6 million increase in the allowance for future uncollectible reinsurance recoverables.

During the last three years, 211 direct primary and excess policyholders reported new claims, and 99
policyhoiders were closed, increasing the number of active policyholders by 112 during the period. The
112 increase comprised 36 from 2004, 58 from 2003 and 18 from 2002. The increase of 36 from 2004




included 64 new policyholders reporting new claims and 28 policyholders’ claims were closed. Reserve
additions for asbestos for the year ended December 31, 2004, totaled $463 million and included the
following factors:

® Direct primary insurance net reserves decreased by $5 million. We were not a significant direct
primary insurer and did not insure any of the large asbestos manufacturers on a direct primary
insurance basis.

¢ Direct excess insurance net reserves increased by $96 million for policyholders with existing active
claims. The increase in existing active claims was attributable to an increase in the number of
claims filed against direct excess insureds.

® Assumed reinsurance net reserves increased by $31 million for increased cessions as ceding
compenies (other insurance carriers) also experienced increased claim activity. Many of the
insureds that reported claims to us on their direct excess insurance coverages also reported claims
to carriers included in our assumed reinsurance exposure. The number of reported new claims is
shown in the foliowing table.

Year ended Year ended Year ended
December 31, 2004 December 31, 2003 December 31, 2002
New Claims®™ 361 265 197

(1) New claims are defined as the aggregate number of policyholders with claims reported by all ceding companies.

¢ IBNR net reserves increased by $263 million in anticipation of continued claims activity. At
December 31, 2004 IBNR represented 63.0% of total asbestos reserves, 2 points higher than at
December 31, 2003. IBNR reserves are estimated to provide for probable future unfavorable reserve
development of known claims and future reporting of additional unknown claims from current and
new direct active insurance policyholders and ceding companies.

Our non-products case reserves represent approximately 3.9% of total asbestos case reserves. We do
not anticipate significant changes in this percentage as insureds’ retentions associated with excess
insurance programs and assumed reinsurance exposure are seldom exceeded. We did not write direct
primary insurance on policyholders with the potential for significant non-products-related loss exposure.

For envircnmental exposures, a comprehensive “ground up” review, using processes similar to those
used for the asbestos review, is also conducted in the third quarter of each year. The analysis performed
in 2004 and 2003 produced essentially no change in reserve estimates. Environmental loss emergence in
2002 was primarily due to losses from one large reinsurance contract and a few other direct losses. In
past years environmental reestimates have been favorable.

Pending, new, total closed and closed without payment claims for asbestos and environmental
exposures for the years ended December 3%, are summarized in the following table.

Number of Claims ' 2004 2003 2002
Asbestos

Pending, beginning of year 8,210 6,900 6,426
New 1,959 2,267 1,165
Tota! closed (1,5639) (957) (B91)
Pending, end of year 8,630 8,210 6,900
Closed without payment 805 594 444
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Number of Claims 2004 2003 2002
Environmental

Pending, beginning of year 6,100 7,352 8,486
New 1,125 954 845
Total closed (1,450) (2,206) (1,979)
Pending, end of year 5775 6,00 7,352
Closed without payment 1,006 1,776 1,442

Our reserves for ashestos and environmental exposures could be affected by tort reform, class action
litigation, and other potential legislation and judicial decisions. Environmental exposures could also be
affected by a change in the existing federal Superfund law and similar state statutes. There can be no
assurance that any reform legislation will be enacted or that any such legislation will provide for a fair,
effective and cost-efficient system for settlement of asbestos or environmental claims. We are unable to
determine the effect, if any, that such legislation will have on results of operations or financial position.

Reserves far Other Discontinued Lines provide for remaining loss and loss expense liabilities related
to business no longer written by us, other than asbestos and environmental, and are presented in the
following table.

2004 2003 2002

(in millions)

Other mass torts $205 $234 $236
Workers' compensation ' 152 132 137
Cammercial and other 274 135 118
Other discontinued lines ' $631  $501 %491

Other mass torts describes excess and reinsurance general liability coverage provided for cumulative
injury losses other than asbestos and environmental. Workers’ compensation and commercial and other
include run-off from discontinued primary, excess and reinsurance commercial insurance operations of
various coverage exposures other than asbestos and environmental. Reserves are based on
considerations similar to those previously described, as they relate to the characteristics of specific
individual coverage exposures.

We believe that our reserves are appropriately established based on assessments of pertinent factors
and characteristics of exposure (e.g. claim activity, potential liability, jurisdiction, products versus
non-products exposure) presented by individual policyholders, assuming no change in the legal,
legislative or economic environment, Another comprehensive “ground up” review will be completed in the
third quarter of 2005, as well as assessments each quarter to determine if any intervening significant
events or developments require an interim adjustment to reserves.

Propenty-Liability Reinsurance Ceded We participate in various reinsurance mechanisms,
including industry pools and facilities, and have purchased reinsurance to mitigate long-tail liability lines,
including environmental, asbestos and other discontinued lines exposures. We retain primary liability as a
direct insurer for all risks ceded to reinsurers.




The impacts of reinsurance on our reserve for claims and claims expense at December 31 are
summarized in the following table, net of allowances we have established for uncotiectible amounts.

Reinsurance

Gross claims and recoverable on
claims expense paid and unpaid
reserves ) claims, net
(in miifions) 2004 2003 2004 2003
Industry pools and facilities $2217 $ 902 $1596 S 829
Asbestos and environmental 2,708 1,898 1,045 636
Other including allowance for future
uncollectible reinsurance recoverables 14,413 14914 86 439
Total Property-Liability $19,338  $17,714 $2,727 51,904

When purchasing reinsurance, we evaluate the financial condition of the reinsurer, as well as the
terms and price of coverage. Estimating amounts of reinsurance recoverables is aiso impacted by the
uncertainties involved in the establishment of loss reserves. We believe the recoverables are appropriately
established; however, as our underlying reserves continue to develop, the amount ultimately recoverable
may vary from amounts currently recorded. We regularly evaluate the reinsurers and the respective
amounts recoverable, and a provision for uncollectible reinsurance is recorded if needed.

Adverse developments in the insurance industry have recently led to a decline in the financial
strength of some of our reinsurance carriers, causing amounts recoverable from them and future claims
ceded to them to be considered a higher risk. Recently there has also been consolidation activity between
some of our carriers and potential carriers in the industry, which causes reinsurance risk across the
industry to be concentrated among fewer companies. In addition, over the last several years the industry
has increasingly segregated asbestos, environmental, and other discontinued lines exposures into
separate legal entities with dedicated capital. Regulatory bodies in certain cases have supported these
actions. We are unable to determine the impact, if any, that these developments will have on the
collectibility of reinsurance recoverables in the future.

The allowance for uncollectible reinsurance relates to Discontinued Lines and Coverages reinsurance
recoverables and was $230 million and $101 million at December 31, 2004 and 2003, respectively. These
amounts represent 16.9% and 8.6%, respectively of the related reinsurance recoverable balances. The
increase in 2004 is due to potential uncollectible reinsurance related to the asbestos reserve increase and
the refinement of our bad debt allowance to provide a greater allowance for companies who have
reorganized to segregate ashbestos, environmental, and other discontinued lines exposures into separate
legal entities with dedicated capital.
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The ten largest reinsurance recoverable balances are shown in the following table at December 31,

net of allowances we have established for uncollectible amounts.

A.M. Best Reinsurance

Financial recoverable on

Strength paid and unpaid

Rating claims, net

(in miltions) 2004 2003
Industry pools and facilities
Michigan Catastrophic Claim Association {*“MCCA”) N/A $ 831 S 560
New Jersey Unsatisfied Claim and judgment Fund N/A 176 186
North Carolina Reinsurance Facility N/A 73 66
Florida Hurricane Catastrophe Fund N/A 486 -
Other N/A 30 17
Total 1,596 829
Asbestos and environmental and Other
Lloyd’s of London (“Lloyd’s") A 236 112
Employers Reinsurance Corpaoration A 87 87
Turegum Vers.Ges.Ag N/A 52 38
ACE American Reinsurance Corporation B+ 44 32
New England Reinsurance Corporation N/A 51 32
Odyssey Reinsurance Corporation A 52 26
Other, including allowance for future uncollectible reinsurance recoverables N/A 609 748
Total 1,131 1,075

Total Property-Liability

$2,727 $1,904

For a detailed description of the MCCA and Lloyd's, see Note 9 of the consolidated financial

statements. At December 31, 2004, no other amount due or estimated to be due from any

single

Property-Liability reinsurer was in excess of $29 million. We enter into certain inter-company insurance
and reinsurance transactions for the Property-Liability operations in order to maintain underwriting control
and manage insurance risk among various fegal entities. These reinsurance agreements have been
approved by the appropriate regulatory authorities. All significant inter-company transactions have been

eliminated in consolidation.

ALLSTATE FINANCIAL 2004 HIGHLIGHTS

o Alistate Financial revenues increased 0.6% in 2004 compared to 2003. Increased net investment
income, higher contract charges and improved realized capital gains and losses, were offset by
lower premiums resulting from the disposal of substantially all of our direct response distribution

business and a decline in premiums on immediate annuities with life contingencies.

® Income before cumulative effect of change in accounting principle, after-tax, increased 30.7% in
2004 compared to 2003 as higher revenues and lower contract benefits and operating costs and
expenses were partially offset by higher interest credited and DAC amortization. Net income

decreased to $246 million in 2004 from $305 miflion in 2003. This decrease was attri

butable to a

$175 millien after-tax charge related to the cumulative effect of a change in accounting principle
for Statement of Position No. 03-1, “Accounting and Reporting by Insurance Enterprises for Certain




Nontreditional Long-Duration Contracts and for Separate Accounts” (“SOP 03-1"), which was
adopted on January 1, 2004,

® Jotal investments increased 15.3% in 2004 due to the investment of cash provided by operating
and financing activities, which included recard annual contractholder fund deposits.

e Contractholder fund deposits totaled $13.88 billion for 2004 compared to $10.63 billion in 2003. The
increase of $3.25 billion was primarily attributable to deposits from fixed annuities, interest-
sensitive life policies and institutional funding agreements.

® When comparing 2004 to 2003, the disposal of substantially all of our direct response distribution
business resulted in the following impacts to the Consolidated Statements of Operations:

{in millions)

Favorable (unfavorable):

Total revenues $(233)
Centract benefits 122
Amortization of DAC 37
Operating costs and expenses 73
Loess on disposition of operations 24
Income tax expense (8)
Net income 15

ALLSTATE FINANCIAL SEGMENT

Overview and Strategy The Allstate Financial segment is a major provider of life insurance,
retirement and investment products to individual and institutional customers. Allstate Financial's mission is
to assist financial services professionals in meeting their clients’ financial protection, savings and
retirement needs by providing top-tier products delivered with reliable and efficient service.

We wi!l pursue the following to grow our current business profitably: maintain and develop focused,
top-tier products; deepen distribution partner relationships; improve our cost structure; and advance our
systematic risik management program. Allstate Financial also leverages the strength of the Allstate brand
name across products and distribution channels.

Our individual retail product line includes a wide variety of products designed to meet the financial
protection, savings and retirement needs of our customers. Individual retail products include traditional
life, interest-sensitive life, supplemental accident and health insurance, variable life, long-term care
insurance, variable and fixed annuities and funding agreements backing retail medium-term notes
{"RMTNs"}. Banking products and services are alsc offered to customers through the Allstate Bank.
Individual retail products are sold through a variety of distribution channels including Allstate exclusive
agencies, independent agents (including master brokerage agencies and workplace enrolling agents), and
financia! service firms such as banks, broker/dealers and specialized structured settlement brokers.
Alistate Bank products can also be obtained directly through the Internet and a toli-free number. Our
institutional product line consists primarily of funding agreements sold to unaffiliated trusts that use them
to back medium-term notes issued to institutional and individual investors.
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Summarized financial data for the years ended December 31 is presented in the following table.

(in millions) 2004 2003 2002
Revenues
Life and annuity premiums and contract charges $2072 $ 2304 $ 2293
Net investment income 3,410 3,233 3121
Realized capital gains and losses 1 (85) (432)
Total revenues 5,483 5,452 4,982
Costs and expenses
Contract benefits (1,618) (1,851) (1,770)
Interest credited to contractholder funds (2,001) (1,846) (1,764)
Amortization of DAC (591) (538) (478)
Operating costs and expenses (634) (672) (649)
Restructuring and related charges (5) @ (2
Total costs and expenses (4,849) (4914) (4,663)
Loss on disposition of operations (24) (46) 6)
Income tax expense (189) (170) (562)
Income before cumulative effect of change in accounting principle,

after-tax 421 322 261
Cumulative effect of change in accounting principle, after-tax (175) a7 (283)
Net income (loss) S 246 S 305 $§ (22)
Investments $72,530 $62,895 $55,264
Separate Accounts assets 14,377 13,425 11,125
Investments, including Separate Accounts assets $86,907 $76,320 $66,389

Life and annuity premiums and contract charges Premiums represent revenues generated from
traditional life, immediate annuities with life contingencies, accident and health and other insurance
products that have significant mortality or morbidity risk. Contract charges are revenues generated from
interest-sensitive life, variable annuities, fixed annuities and institutional products for which deposits are
classified as contractholder funds or separate accounts liabilities. Contract charges are assessed against
the contractholder account values for maintenance, administration, cost of insurance and surrender prior
to contractually specified dates. As a result, changes in contractholder funds and separate accounts
liabilities are considered in the evaluation of growth and as indicators of future levels of revenues.
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The following table summarizes premiums and contract charges by product.
2004 2003 2002

{in millions)
Premiums
Traditional life $ 321 $ 388 S 403
Immediate annuities with life contingencies 316 413 416
Accident and health and other 408 564 552
Total premiums 1,045 1,365 1,371

Contract charges

Interest-sensitive life 729 688 672
Fixed annuities 52 37 32
Variabie annuities 246 206 212
Institutional products - 8 6
Total contract charges 1,027 939 922
Life and annuity premiums and contract charges $2,072 $2,304 $2,293

The foliowing table summarizes premiums and contract charges by distribution channel.

Gin millions) 2004 2003 2002
Premiums

Ailstate agencies $ 395 S 319 S 278
Independent agents 356 373 351
Specialized brokers 243 390 415
Direct marketing 51 283 327
Total premiums 1,045 1,365 1,371
Contract charges

Alistate agencies 462 440 429
Independent agenis 301 279 271
Broker dealers 199 172 183
Banks 35 15 14
Specialized brokers 27 30 25
Direct marketing 3 3 -
Total cortract charges 1,027 939 922
Life and annuity premiums and contract charges $2,072 $2,304 52,293

Total premiums decreased 23.4% in 2004 compared to 2003. The decrease was primarily due to the
disposal of substantially all of our direct response distribution business, which resulted in lower accident
and health and other premiums and traditional life premiums. Additionally, 2004 reflects lower premiums
on immediate annuities with life contingencies as underwriting actions taken in 2003 reduced the
maximum premium received on individual contracts sold.

Total premiums decreased 0.4% in 2003 compared to 2002. The decrease was primarily the result of
the discentinuance of the majority of our direct response business in 2003, lower traditional life and
immediate annuity premium, partially offset by higher premiums from supplemental accident and health
and other products sold through the workplace.
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Contract charges increased 9.4% in 2004 compared to 2003. The increase was primarily due to
higher contract charges on interest-sensitive life and variable annuities. The increase in the interest-
sensitive life contract charges was attributable to in-force business growth resulting from deposits and
credited interest more than offsetting contract charges, surrenders and benefits. Higher variable annuity
contract charges were the resuit of increased average account values during 2004, reflecting positive
investment results during 2003 and 2004. Variable annuity contract charges, as a percent of average
separate account values, increased to 175 basis points in 2004 from 166 basis points in 2003 driven by
increases in fees charged for our variable annuity benefits on the Alistate Advisor praduct in addition to a
higher percentage of our in-force contracts providing these benefits.

Contract charges increased 1.8% in 2003 compared to 2002. The slight increase was the result of
higher interest-sensitive life contract charges resulting from in-force business growth, partially offset by
lower variable annuity contract charges on lower average variable annuity account balances during the
period. Variable annuity contract charges, as a percent of average separate account values, increased to
166 basis points in 2003 from 163 basis points in 2002 as a result of increases in benefit rider fee rates
and utilization by contractholders.

Contractholder funds represent interest-bearing liabilities arising from the sale of individual and
institutional products, such as interest-sensitive life, fixed annuities, bank deposits and funding
agreements. The balance of contractholder funds is equal to the cumulative deposits received and interest
credited to the contractholder less cumulative contract maturities, benefits, surrenders, withdrawals and
contract charges for mortality or administrative expenses.
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The following table shows the changes in contractholder funds.

(in millions)
Contractholder funds, beginning balance

Impact of adoption of SOP 03-10)

Deposits

Fixed annuities (jimmediate and deferred)

Retail funding agreements

Institutional products (primarily funding agreements)
Interest-sensitive life

Variabie annuity and life deposits allocated to fixed accounts
Bank and cther deposits

Total deposits
Interest credited

Maturities, benefits, withdrawals and other adjustments
Maturities of institutional products

Benefits

Surrenders and partial withdrawals

Contract charges

Net transfers to separate accounts

Fair value hedge adjustments for institutional products

Other adjustments

Total maturities, benefits, withdrawals and other adjustments
Contractholder funds, ending balance

2004 2003 2002
$47,071  $40,751 $33,560
421 - -
7.322 5,266 4971
85 - -
3,902 2,713 1,873
1,375 1,074 964
495 893 1,212
701 681 498
13,880 10,627 9,518
1,991 1,846 1,764
(2,518) (2,163) (1,056)
(729) (505) (429)
(3438) (2,728) (2,093)
(655) (622) (567)
%12) (416) 474)
38 131 363
60 150 165
(7,654) (6,153) (4,091
$55709 $47,071  $40,751

(1) The increase in contractholder funds due to the adoption of SQP 03-1 reflects the reclassification of certain products previously
included as a component of separate accounts to contractholder funds, the reclassification of deferred sales inducements
("DSI) from contractholder funds to other assets and the establishment of reserves for certain liabilities that are primarily
related to income and death benefit guarantees provided under fixed annuity, variable annuity and interest-sensitive life

contracts.

Contractholder deposits increased 30.6% in 2004 compared to 2003 due primarily to greater
issuances of fixed annuities, interest-sensitive life policies and retail and institutional funding agreements.
These deposits led to an increase in average contractholder funds, excluding the impact of adopting SOP
03-1, of 16.6% in 2004 compared to 2003. Fixed annuity deposits increased 39.0% in 2004 compared to
2003 due to strong consumer demand, competitive pricing and effective distribution efforts in our bank
channel. Institutional product deposits increased 43.8% in 2004 compared to 2003, largely due to

favorable market conditions for our funding agreements and the broadening of our customer base

through the development and launch of our new Securities and Exchange Commission (“SEC™) registered
program in the second quarter of 2004 and our new registered RMTN program in the fourth quarter. The
registered programs generated $1.74 billion of new funding agreement deposits during the year including

$85 miliion in RMTN deposits.

Benefits, surrenders and partial withdrawals increased 28.9% in 2004 compared to 2003 reflecting a

withdrawal rate of 11.2% for 2004 based on the beginning of period contractholder funds balance

exciuding institutional product reserves. This compares to a withdrawal rate of 10.2% and 9.7% for 2003
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and 2002 respectively. Surrenders and withdrawals may vary with changes in interest rates and equity
market conditions and the aging of our in-force contracts.

Contractholder depasits increased 11.7% in 2003 compared to 2002, and average contractholder
funds increased 18.2% in 2003 compared to 2002, due to significant increases in institutional product and
fixed annuity deposits in 2003. Fixed annuity deposits increased 5.9% over 2002 due to competitive pricing
and our decision to maintain a market presence despite a challenging interest rate environment.
Institutional products deposits increased 44.8% largely due to our assessment of market opportunities.

Separate accounts liabilities represent contractholders’ claims to the related separate accounts assets.
Separate accounts liabilities primarily arise from the sale of variable annuity contracts and variable life
insurance policies. The following table shows the changes in separate accounts liabilities.

(in millions) 2004 2003 2002
Separate accounts liabilities, beginning balance $13,425 $11,125 $13,587
Impact of adoption of SOP 03-1M (204) - -
Variable annuity and life depuosits 1,763 2,284 2,432
Variable annuity and life deposits allocated to fixed

accounts (495) (893) (1,212)
Net deposits 1,268 1,391 1,220
Investment results 1,348 2,393 (2,167)
Contract charges (256) (220) 212
Net transfers from fixed accounts 412 416 474
Surrenders and benefits (1,618) (1,680) (1,777)
Separate accounts liabilities, ending balance $14,377 $13,425 $11,125

(1) The decrease in separate accounts due to the adoption of SOP 03-1 reflects the reclassification of certain products previously
included as a component of separate accounts to contractholder funds.

Separate accounts liabilities, excluding the impact of adopting SOP 03-1, increased $1.16 billion
during 2004. The increase was primarily attributable to positive investment results. Net deposits and
transfers from fixed accounts were mostly offset by surrenders and benefits. Variable annuity
contractholders often allocate a significant portion of their initial variable annuity contract deposit into a
fixed rate investment option. The level of this activity is reflected above in the deposits allocated to fixed
accounts, while all other transfer activity between the fixed and separate accounts investment options is
reflected in net transfers from fixed accounts. The liability for the fixed portion of variable annuity
contracts is reflected in contractholder funds.

Separate accounts liabilities increased $2.30 billion during 2003 compared to 2002 reflecting a
significant improvement in investment results and net deposits, partially offset by surrenders and benefits.
The increase in the variable annuity net deposits in 2003 resulted from the increasing attractiveness of
the separate accounts equity investment funds following improved equity market performance and the
introduction of the multi-manager Allstate® Advisor variable annuity product.

Net investment income increased 5.5% in 2004 compared to 2003 and 3.6% in 2003 compared to
2002. The increase in both periods was the resuft of the effect of higher portfolio balances, partially offset
by lower portfolio yields. Higher portfolio balances resulted from the investment of cash flows from
operating and financing activities related primarily to deposits from fixed annuities and interest-sensitive

44




life policies and institutional funding agreements. Investment balances as of December 31, 2004,
increased 15.3% from December 31, 2003 and increased 13.8% as of December 31, 2003 compared to
December 31, 2002. The lower portfolio yields were primarily due to purchases, including reinvestments,
of fixed income securities with yields lower than the current portfolio average.

Net income analysis is presented in the following table.

Gin millionz) 2004 2003 2002
Life and annuity premiums and contract charges $2072 $2304 $2293
Net investment income 3,410 3,233 3121
Periodic settlements and accruals on non-hedge derivative

instruments(” 49 23 5
Contract benefits (1,618) (,851) (1,770)
Interest credited to contractholder funds® (1,956) (1,846) (1,764)
Gross margin 1,957 1,863 1,885
Amortization of DAC and DSI (498) {492) (476)
Operating costs and expenses {(634) (672) (649)
Restructuring and related charges 5) ™ @
Income tax expense (269) (243) {202)
Realized capital gains and losses, after-tax 3 63) (287}
DAC and DSI amortization relating to realized capital gains and

losses, after-tax (89) (30) M
Reclassification of periodic settlements and accruals on non-hedge

derivative instruments, after-tax 32) {15) 3
Loss on disposition of operations, after-tax (6) (29) {4)
Cumulative effect of change in accounting principle, after-tax (175) a7 (283)
Net income (joss) S 246 S 305 S (22

(1) Perindic settlements and accruals on non-hedge derivative instruments are reflected as a compenent of realized capitat gains
and losses on the Consolidated Statements of Operations.

(2) Beginning in 2004, amartization of DS! is excluded from interest credited to contractholder funds for purposes of calculating
gross margin. Amortization of DS totaled $45 million in 2004, Prior periods have not been restated.

Gross margin, a non-GAAP measure, represents life and annuity premiums and contract charges and
net investment income, less contract benefits and interest credited to contractholder funds. We use gross
margin as a component of our evaluation of the profitability of Allstate Financial’s life insurance and
financial product portfolio. Additionally, for many of our products, including fixed annuities, variable life
and annuities, and interest-sensitive life insurance, the amortization of DAC and DSl is determined based
on actual and expected gross margin. Gross margin is comprised of four components that are utilized to
further analyze the business: investment margin, benefit margin, maintenance charges and surrender
charges. We believe gross margin and its components are useful to investors because they allow for the
evaluation of income components separately and in the aggregate when reviewing performance. Gross
margin, investment margin and benefit margin should not be considered as a substitute for net income
and do not reflect the overall profitability of the business. Net income is the GAAP measure that is most
directly comparable to these margins. Gross margin is reconciled to Allstate Financial's GAAP net income
in the table above.
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The components of gross margin are reconciled to the corresponding financial statement line items

in the foilowing table.

(in millions)

Life and annuity premiums

Contract charges

Net investment income

Periodic settlements and accruals on non-hedge
derivative instruments®

Contract benefits

Interest credited to contractholder funds®

(in millions)

Life and annuity premiums

Contract charges

Net investment income

Periodic settiements and accruals on non-hedge
derivative instruments®

Contract benefits

Interest credited to contracthoider funds

(in millions)

Life and annuity premiums

Contract charges

Net investment income

Periodic settlements and accruals on non-hedge
derivative instruments("

Contract benefits

Interest credited to contractholder funds

2004
Investment  Benefit Maintenance Surrender Gross
Margin Margin Charges Charges Margin
$ -~ $1045 $ - $~- $ 1,045
- 558 393 76 1,027
3,410 - - - 3,410
49 - - - 49
(638) (1,080) - - (1,618)
(1,9586) - - - (1,956)
$ 985 $ 523 $393 $76  $1957
2003
Investment Benefit Maintenance Surrender Gross
Margin Margin Charges Charges Margin
$ -~ 51365 S - S~ $ 1,365
- 518 342 79 939
3,233 - - - 3,233
23 - - - 23
(514) (1,337) - - (1,851)
(1,846) - - - (1,846)
$ 896 $ 546 $342 $79 $1,863
2002
Investment  Benefit Maintenance  Surrender Gross
Margin Margin Charges Charges Margin
5 - $137 S - S$- $ 1,371
- 505 342 75 922
3,121 - - - 3121
5 - - - 5
(493) (1,277} - - (1,770)
(1,764) - - - (1,764)
S 869 $ 599 $342 §7_5 $1,885

(1) Periodic settlements and accruals on non-hedge derivative instruments are reflected as a companent of realized capital gains
and losses on the Consolidated Statements of Operations.

{2) Beginning in 2004, amortization of DS! is excluded from interest credited to contractholder funds for purposes of calculating
gross margin. Amortization of DSI totaled $45 million for the year ended December 31, 2004. Prior periods have not been

restated.




Gross margin increased 5.0% in 2004 compared to 2003. The increase was attributable to increased
investment margin and higher maintenance charges, partially offset by iower benefit margin. Gross

margin declined 1.2% in 2003 compared to 2002 as an increased investment margin was more than offset
by lower benefit margin.

Investment margin is a component of gross margin, both of which are non-GAAP measures.
investment margin represents the excess of net investment income over interest credited to
contracthoider funds and the implied interest on life-contingent immediate annuities included in the
reserve for life-contingent contract benefits. We use investment margin to evaluate Allstate Financial's
profitability related to the difference between investment returns on assets supporting certain products
and amounts credited to customers (‘spread’™) during a fiscal period.

Investment margin by product group is shown in the following table.

(in wilions) 2004 2003 2002
Annuities $620 $546  $505
Life insurance 212 234 249
Institutional products 121 107 107
Bank and other 12 9 8
Total investment margin $965 $896 $869

Investment margin increased 7.7% in 2004 compared to 2003 and increased 3.1% in 2003 compared
to 2002. Beth increases were primarily due to higher contractholder funds and actions to reduce crediting
rates, partially offset by lower portfolio vields. The difference between the weighted average crediting rate
and the average guaranteed rate on interest-sensitive life and deferred annuities, excluding market value
adjusted annuities and equity indexed annuities, was 52 basis points as of December 31, 2004 compared
with 70 basis points as of December 31, 2003 and 140 basis points as of Décember 31, 2002. The
crediting rates on approximately 62% of these contracts were at the minimum guaranteed rate at

December 31, 2004.

The following table summarizes the annualized weighted average investment yield, interest crediting

rates and investment spreads during 2004, 2003 and 2002.

Weighted Average Weighted Average Weighted Average
Investment Yield Interest Crediting Rate Investment Spreads
2004 2003 2002 2004 2003 2002 2004 2003 2002
Interest-sensitive life 65% 69% 73% 47% 49% 510% 1.8% 20% 2.2%
Fixed annuities—deferred annuities 5.8 6.4 7.1 4.1 46 52 17 1.8 1.9
Fixed annuities—immediate
annuities with and without life
contingencies 7.6 79 8.2 6.8 7.1 7.2 0.8 0.8 1.0
Instituticnal 3.1 35 43 21 25 34 1.0 1.0 03
investments supporting capital,
traditional life and other products 6.3 6.2 6.9 N/A N/A N/A N/A N/A N/A
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The following table summarizes the liabilities as of December 31 for these contracts and policies.

(in millions) 2004 2003 2002
Fixed annuities—immediate annuities with life

contingencies $7720 S 7433 S5 7,024
Other life contingent contracts and other 4,034 3,587 3,232

Reserve for life-contingent contracts - S11,754  $11,020 $10,256
Interest-sensitive life $8280 %7536 S 7,065
Fixed annuities—deferred annuities 31,390 25917 21,468
Fixed annuities—immediate annuities without life

contingencies 3,247 2,866 2,562
Institutional 11,279 9,387 8,620
Allstate Bank 840 806 610
Market value adjustments related to derivative

instruments and other 673 559 426

Contractholder funds $55,709 $47,071  $40,751

Benefit margin is a component of gross margin, both of which are non-GAAP measures. Benefit
margin represents life and life-contingent immediate annuity premiums and cost of insurance contract
charges less contract benefits. Benefit margin excludes the implied interest on life-contingent immediate
annuities, which is included in the caiculation of investment margin, and mortality charges on variable
annuities, which are included as a component of maintenance charges. We use the benefit margin to
evaluate Alistate Financial’s underwriting performance, as it reflects the profitability of our products with
respect to mortality or morbidity risk during a fiscal period.

Benefit margin by product group is shown in the following table.

2004 2003 2002

(in millions)

Life insurance $608 S 658 5666
Annuities B85 (12) [(67)
Total benefit margin $523 S$546 5599

Benefit margin decreased 4.2% in 2004 compared to 2003. This decline was primarily the result of
the disposal of substantially all of our direct response distribution business and unfavorable mortality
experience on life-contingent immediate annuities, partially offset by an improved benefit margin on life
insurance products and lower contract benefits related to guaranteed minimum death benefits
(“GMDBs™) on variable annuities.

As required by SOP 03-1, as of January 1, 2004, a reserve was established for benefits provided for
under variable annuities and secondary guarantees on interest-sensitive life insurance and certain fixed
annuity contracts. For variable annuities, the reserve includes GMDBs and guaranteed minimum income
benefits (“GMIBs”). in previous periods, GMDBs were expensed as paid and no costs were recognizabie
for GMIBs or other guarantees. Under the SOP, we anticipate that the benefit margin will be less volatile,
as contract benefit expense pertaining to product guaraniees will be proportionate to the related revenue
rather than cash payments made during the period. Included in the benefit margin for 2004 are additions
to these secondary product guarantee reserves of $46 million for variable annuities, net of reinsurance
and hedging gains and losses and $3 million for fixed annuities and interest-sensitive life policies.
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Included in the benefit margin for 2003 are GMDB payments of $83 million, net of reinsurance, hedging
gains and losses and cther contractual arrangements. For further explanation of the impacts of the
adoption of this accounting guidance, see Note 2 to the Consolidated Financial Statements.

Benefit margin was $546 million in 2003, reflecting a $53 million or 8.8% decline compared to 2002.
An increase in GMDBs on variable annuity contracts in 2003 compared to 2002 represents $30 million of
the $53 millicn decline. The remainder was due tc a larger number of life claims in the first quarter of
2003, poor mortality results on certain closed blocks of business and the effect of the discontinuance of
direct response non-life credit insurance, partially offset by higher mortality margin from growth of
interest-sensitive life and accident and health products sold through the workplace. In 2003, GMDB
payments were $83 miilion, net of reinsurance, hedging results and other contractual arrangements (“net
GMDB payments™), compared to $53 million in 2002. While 2003 net GMDB payments were higher than
in 2002, improved equity market performance during 2003 resulted in sequential quarterly reductions in
gross GMDB payments. Direct response non-life credit insurance generated a benefit margin of $2 million
and $7 million in 2003 and 2002, respectively.

Amortization of DAC and DS/ increased 1.2% during 2004 compared to 2003. The higher amortization
is reflective of increased gross margins on fixed and variable annuities. In 2003, amortization of DAC and
D8I inciuded an acceleration of DAC amortization (commonly referred to as “DAC unlocking”) totaling
$89 million and $37 million of DAC amortization on the direct response distribution business sold in 2004.

The adoption of SOP 03-1 required a new modeling approach for estimating expected future gross
profits that are used when determining the amortization of DAC. Because of this new modeling approach,
effective January 7, 2004, the variable annuity DAC and DSI assets were reduced by $124 million, This
reduction was recognized as a component of cumulative effect of a change in accounting principle.

Amortization of DAC increased 3.4% during 2003 compared to 2002. The increase was primarily due
to in-force business growth, partially offset by decreased amortization from lower gross margins on
variable annuities and certain fixed annuities. Net DAC unlocking totaled $89 million and $94 million in
2003 and 2C02. :

We performed our annual comprehensive evaluation of DAC assumptions in the first quarter of 2003
and concluded that, due to sustained poor performance of the equity markets coupled with an
expectation of moderate future performance due to continuing weakness in the U.S. economy and
uncertainty in the geopolitical environment, it was no longer reasonably possible that variable annuity
fund returns would revert to the expected long-term mean within the time horizon used in our reversion
to the mean model.

The changes in the DAC asset are summarized in the following tables.

Effect of
Amortization unrealized
Beginning impact {acceleration) capital Ending
balance Impact of of  Acquisition Amortization deceleration gains balance
December 31, Adoption of Disposal costs charged to charged to and December 31,
Gin millions) 2003 SOP 03-1® of DR deferred income® income™ losses 2004
Traditional life $ 720 $ (6) $(145) $ 73 $ (61 $ - $- $ 581
interest-sensitive life 1,355 18 - 207 (129) 67 1 1,529
Variable annuities 766 (143) - 123 (134) - 16 628
Investment contracts 453 ¥] - 429 (231) (59) 9 594
Accident, health and
other 223 4 (83) 86 (64) - - 176
Total $3,517 $(134) $(238) %918 5(599) 8 $36 $3,508
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Amortization
Beginning (acceleration) Effect of Ending
balance Acquisition Amortization deceleration unrealized balance
December 31, costs c_harged(;)(: c_hargedut)o capital gains December 31,

(in milfions) 2002 deferred income income and losses 2003
Traditional life $ 709 $ 83 $ (72 $ - S - $ 720
Interest-sensitive life 1,261 193 (136) 16 21 1,355
Variable annuities 834 143 (36) (128) (B1) 766
Investment contracts 190 321 (141) 19 64 453
Accident, health and other 211 76 (64) - - 223
Total $3,205 . $816 $(449) $ (89) 34 $3,517

(1) Included as a component of Amortization of DAC on the Consclidated Statements of Operations.

(2) The impact of adaption of SOP 03-1 includes a write-down in variable annuity DAC of $108 million, the reclassification of DS
from DAC to other assets resuiting in a decrease to DAC of $44 million, an increase to DAC of $8 million for an adjustment to
the effect of unrealized capital gains and losses and the reclassification of unearned revenue from DAC to contractholder funds
resulting in an increase to DAC of $10 million. '

(3) The amortization of DAC for interest-sensitive life, variable annuities and investment contracts is proportionate to the
recognition of actual gross profits, which include realized capital gains and losses. The increase in amortization in 2004
compared to 2003 was due in part to the effect of realized capital gains and losses that were in excess of those utilized in the
determination of EGP. Amortization related to realized capital gains and losses was $120 million and $46 million in 2004 and
2003, respectively. Future amortization will be affected by the recognition of actual realized capital gains and losses 1o the
extent that they differ from those utilized in the determination of EGP.

Operating costs and expenses decreased 5.7% in 2004 compared to 2003 and increased 3.5% in 2003
compared to 2002. The following table summarizes operating costs and expenses.

2004 2003 2002

(in millions)

Non-deferrable acquisition costs $256 $286 $240
Other operating costs and expenses © 378 386 409
Total operating costs and expenses ' $634 %672 $649

The decline in total operating costs and expenses in 2004 compared to 2003 was primarily
attributable to the disposal of substantially all of our direct response distribution business. Excluding the
impact of the disposition, non-deferrable acquisition costs increased due to higher non-deferrable
renewal commissions; taxes, licenses and fees; and costs related to loss experience on certain credit
insurance policies. For other operating ‘costs and expenses, the decline due to the disposition was
partially offset by higher technology and employee related expenses.

The increase in total operating costs and expenses in 2003 compared to 2002 was primarily due to
higher non-deferrable commissions. Other operating costs and expenses in 2003 compared tc 2002
decreased as higher employee benefit and technology related costs were more than offset by lower
litigation expense.
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Net realized capital gains and losses are presented in the following table for the years ended
December 31.

2004 2003 2002

(in miflions)

Investment write-downs $ (82) S(180) sS(311)
Dispositions 131 71 (104)
Valuation of derivative instruments (55) 6 (36)
Settlement of derivative instruments 7 18 19
Realized capital gains and losses, pretax 1 (85) (432)
income tax (expense) benefit U3)] 32 145
Resalized capital gains and losses, after-tax S (B $ (63) s(287)

For further discussion of realized capital gains and losses, see the Investments section of MD&A.

Reinsurarnce Ceded We enter into reinsurance agreements with unaffiliated carriers to limit our
risk of mortality losses. As of December 31, 2004 and 2003, 49% and 44%, respectively, of our face
amount of life insurance in force is reinsured. In 2004, for certain term life insurance policies, we ceded
25-100% of the mortality risk depending on the length of the term and policy premium guarantees.
Comparatively, in 2003, mortality risk ceded on certain term life insurance policies was in the range of
80-100%, depending on the iength of the term and policy premium guarantees. Additionatly, we cede
100% of the morbidity risk on our long-term care contracts. Since 1998, we have ceded the mortality risk
on new life contracts that exceed $2 million per individual, whereas prior to 1998, we ceded mortality risk
in excess of specific amounts up to $1 million per life for individual coverage. Also, on certain in-force
variable annuity contracts we cede 100% of the mortality and certain other risks related to product
features. We retain primary liability as a direct insurer for all risks ceded to reinsurers.

The impacts of reinsurance on our reserve for life-contingent contract benefits at December 31, are
summarized in the following table.

Reinsurance
recoverable on
paid and unpaid

claims
Gn millions) 2004 2003
Life insurance® $1,010 $ 836
Long-term care 315 180
Cther™ 271 201
Total Alistate Financial S1,586  $1,217

(1) As of December 31, 2004, life insurance and other include $97 million and $72 million, respectively, related to the disposal of
substantially all of our direct response distribution business.

Estimating amounts of reinsurance recoverables is impacted by the uncertainties involved in the
establishment of reserves.

Developments in the insurance industry have led to a decline in the financial strength of some of our
reinsurance carriers, causing amounts recoverable from them to be considered a higher risk. There has
also been consolidation activity between reinsurers in the industry, which has resuited in reinsurance risk
across the industry to be concentrated among fewer companies. As a result, we have increased our
percentage of underwriting retention of new term life insurance policies by approximately 20-30% on
average depending on product mix.
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Our reinsurance recoverables, summarized by the reinsurers’ Standard & Poor’s financial strength
ratings as of December 31, are shown in the following table. In certain cases, these ratings refer to the
financial strength of the affiliated group or parent company of the reinsurer.

2004 2003
Reinsurance Reinsurance
Gin millions) Recoverable % Recoverable %
AAA S 33 21% S 22 1.8%
AA+ 30 5.6 - -
AA 370 23.2 410 337
AA - 359 225 21 223
A+ 318 19.9 304 25.0
A - - 1 0.1
A-0 117 7.3 167 13.7
Other® 309 19.4 42 34
Total $1,596 100% $1,217 100%

(1) As of December 31, 2004, the A— and other categories include $51 million and $118 million, respectively, related to the
disposal of substantially all of our direct response distribution business. The amount included as a component of the other
category reflects two of three unrelated third party purchasers of the business for which Standard and Poor’s does not rate.
These two insurers are rated A+ (Superior) and A (Excellent) by A.M. Best. Furthermore, the other category, at December 31,
2004, includes $184 million related to the reinsurance recoverables of acquired entities, of which $176 million is collaterafized by
an investment trust.

Our reinsurance recoverables, summarized by reinsurer as of December 31, are shown in the
following table.

Reinsurance
recoverable on paid

S&P Financial and unpaid claims

Strength

Gin millions) Rating 2004 2003
Employers Reassurance Corporation A+ S 246 $ 186
RGA Reinsurance Company AA— 230 73
Paul Revere Life Insurance Company BBB+ 156 160
Transamerica Financial Life Insurance AA 146 116
Swiss Re Life and Health America, Inc. AA 144 135
Scottish Re Group A— 111 -
Investors Partner Life Insurance Company AA+ 90 92
Munich American Reassurance A+ 72 63
Mutual of Omaha Insurance AA— 69 5
American Health & Life Insurance Co. N/A (A+ AM.

Best Rating) 60 9
Security Life of Denver AA 59 58
Triton Insurance Company N/A (A AM. ’

Best Rating) 58 -
Lincoln National Life Insurance AA - 52 48
Other® 103 272
Total $1,596 $1,217

(1) As of December 31, 2004, the other category includes $69 million of recoverables due from reinsurers with an investment grade
credit rating from S&P.




We continuously monitor the creditworthiness of reinsurers in order to determine our risk of
recoverability on an individual and aggregate basis, and a provision for uncollectible reinsurance is
recorded if needed. No amounts have been deemed unrecoverable in the three-years ended
December 31, 2004.

We enter into certain inter-company reinsurance transactions for the Alistate Financial operations in
order to maintain undenwriting control and manage insurance risk among various legal entities. These
reinsurance agreements have been approved by the appropriate regulatory authorities. All significant
inter-company transacticns have been eliminated in consolidation.

Allstate Firancial! Qutiook

® Our ability to grow our investment margin depends upon maintaining sufficient spreads between
investment yields and interest crediting rates, and growing the amount of business in force. As
interest rates rise, we expect a gradual increase in investment yields. The amount by which these
higher vields will increase our investment margin depends upon the amount and pace at which we
reset interest-crediting rates, which could be influenced by market conditions and the actions of
our policyhalders. A significant and sudden increase in interest rates could cause policyholders to
exercise surrender provisions in their policies that might cause investment margins to decline. As a
result, growth in our investment margin from net new business activity could be partially offset by
compression in our in-force investment margins.

o If equity markets perform at historical norms, we expect to see positive growth in our variable
annuity gross margins from increased revenue. However, improvements or deteriorations in our
variable annuity gross margins from changes in equity market performance or policyholder
reiention creates a proportional increase or decrease in amortization of variable annuity DAC,
which will offset a significant portion of the changes in gross margins.

® Market conditions beyond our control determine the availability and cost of the reinsurance we
purchase. To eliminate some of these market concerns, we are expecting to retain more of our
term life insurance mortality risk in 2005. This change will not have a discernable effect on our net
income in the short-term, but will provide the foundation to drive increased long-term growth in
our life insurance business. Our mortality margins will also be more volatile in the future as we
retain and manage mare of our mortality risk, which will require increased statutory capital.

INVESTMENTS

An important component of our financial results is the return on our investment portfolios.
investment porifolios are segmented between the Property-Liability, Allstate Financial and Corporate and
Other operaticns. The investment portfolios are managed based upon the nature of each respective
business and its corresponding liability structure.

Overview znd Strategy The Property-Liability portfolio’s investment strategy emphasizes safety of
principai and consistent income generation, within a total return framework. This approach, which has
produced competitive returns over time, is designed to ensure financial strength and stability for paying
claims, while maximizing economic value and surplus growth. We employ a strategic asset allocation
model, which takes into account the nature of the liabilities and risk tolerances, as well as the risk/return
parameters of the various asset classes in which we invest. The model's recommended asset allocation,
along with duration and liguidity considerations, guides our initial asset allocation. This is further adjusted
based on our analysis of relative value opportunities in different markets. As part of our total return
framework, we may sell securities during the period in which fair value has declined below amortized cost
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for fixed income securities or cost for equity securities. Portfolio performance is measured against outside
benchmarks at target allocation weights. Portfolio reviews, which include identifying securities that are
other than temporarily impaired, are conducted regularly. For more information, see the Portfolio
Manitoring section of the MD&A.

The Alistate Financial portfolio’s investment strategy focuses on the need for risk-adjusted spread on
the underlying liabilities while maximizing return on capital. We believe investment spread is maximized
by selecting assets that perform favorably on a long-term basis and by disposing of certain assets to
minimize the effect of downgrades and defaults. We believe this strategy maintains the investment margin
necessary to sustain income over time. The portfolio management approach employs a combination of
recognized market, analytical and proprietary modeling, including a strategic asset allocation model, as
the primary basis for the allocation of interest sensitive, illiquid and credit assets as well as for
determining overall below investment grade exposure and diversification requirements. Within the targets
set by the strategic asset allocation model, tactical investment decisions are made in consideration of
prevailing market conditions. Portfolio reviews, which include identifying securities that are other than
temporarily impaired, are conducted reguiarly. For more information, see the Portfolio Monitoring section
of the MD&A.

Portfolio Composition The composition of the investment portfolios at December 31, 2004 is
presented in the table below. Also see Notes 2 and 5 of the consolidated financial statements for
investment accounting policies and additional information.

Corporate and

Property-Liability Alistate Financial Other Total
Percent Percent Percent Percent

(in millions) to total to total to total to total
Fixed income

securities™ $32,499 80.7%  $61,418 84.7%  $1,797 65800 $ 95,715 82.8%
Equity securities® 5,623 14.0 220 0.3 52 19 5,895 5.1
Mortgage loans 382 0.9 7,474 103 - - 7.856 6.8
Short-term 1,759 4.4 1,491 20 883 323 4,133 3.6
Other 4 - 1,926 27 1 - 1,931 1.7

Total $40,267 100.0% $72,530 100.0% $2,733 100.0% S$115530  100.0%

(1) Fixed income securities are carried at fair value. Amortized cost basis for these securities was $30.97 billion, $58.03 billion and
$1.66 billion for Property-Liability, Allstate Financial and Corporate and Other, respectively.

(2) Equity securities are carried at fair value. Cost basis for these securities was $4.30 billion, $212 million, and $52 million for
Property-Liability, Allstate Financial and Corporate and Other, respectively.

Total investments increased to $115.53 billion at December 31, 2004 from $103.08 billion at
December 31, 2003, primarily due to positive cash flows from operating and financing activities and
increased funds associated with securities lending.

The Property-Liahility investment portfolio increased to $40.27 billion at December 31, 2004 from
$37.86 billion at December 31, 2003, due to positive cash flows from operating activities, partially offset by
dividends paid by AIC to The Allstate Corporation and decreased net unrealized gains on fixed income
securities.

The Alistate Financial investment portfolio increased to $72.53 billion at December 31, 2004, from
$62.90 billion at December 31, 2003, primarily due to positive cash flows from operating and financing
activities and increased funds associated with securities lending.




The Corporate and Other investment portfolio increased to $2.73 billion at December 31, 2004, from
$2.33 billion at December 31, 2003. This increase primarily reflects additional investments made in the
portfolio of Kennett Capital, Inc. (“Kennett Capital™), a wholly owned subsidiary of The Alistate
Corporation.

Total investments at amortized cost related to collateral, primarily due to securities lending, increased
to $4.85 billion at December 31, 2004, from $3.75 billion at December 31, 2003.

We use different methodologies to estimate the fair value of publicly and non-publicly traded
marketable investment securities and exchange traded and non-exchange traded derivative contracts. For
a discussion of these methods, see the Application of Critical Accounting Policies section of the MD&A.

The following table shows total investments, categorized by the method used to determine fair value
at December 31, 2004.

Investments Derivative
Fair Percent Eo_nt_rm:_ts
(in millions) Value to total  Fair Value
Value based on independent market quotations $ 91,063 788% $ 57
Value based on models and other valuation methods 13,582 11.8 898
Mortgage loans, policy loans, bank loans and certain limited
partnership investments, valued at cost, amortized cost and
the equity method 10,885 9.4 -
Total $115530 100.0%  $8955

Fixed Income Securities See Note 5 of the consolidated financial statements for a table showing
the amortized cost, unrealized gains, unrealized losses and fair value for each type of fixed income
security for the years ended December 31, 2004 and 2003.

Municipal bonds, including tax-exempt and taxable securities, totaled $26.33 billion and 96.8% were
rated investment grade at December 31, 2004. Approximately 62.6% of the municipal bond portfolio was
insured by seven bond insurers and accordingly have a rating of Aaa or Aa. The municipal bond portfolio
at December 31, 2004 consisted of approximately 3,500 issues from approximately 2,500 issuers. The
largest exposure to a single issuer was less than 1.1% of the municipal bond portfolio. Corporate entities
were the ultimate obligors of approximately 10.3% of the municipal bond portfolio.

Corporate bonds totaled $40.38 billion and 88.1% were rated investment grade at December 31, 2004.
As of December 31, 2004, the portfolio contained $17.41 billion of privately placed corporate obligations,
43.1% of the tatal corpaorate obligations in the portfolio, compared with $15.84 billion at December 31,
2003. Approximately $15.13 billion or 86.9% of the privately placed corporate obligations consisted of fixed
rate privately placed securities. The benefits of fixed rate privately placed securities when compared to
publicly issued securities are generally higher vields, improved cash flow predictability through pro-rata
sinking funds, and a combination of covenant and call protection features designed to better protect the
holder against losses resulting from credit deterioration, reinvestment risk or fluctuations in interest rates.
A disadvantage of fixed rate privately placed securities when compared to publicly issued securities is
relatively reduced liquidity. At December 31, 2004, 86.3% of the privately placed securities were rated
investment grade.

Foreign government securities totaled $2.70 billion and 93.7% were rated investment grade at
December 31, 2004.
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Mortgage-backed securities (“MBS") totaled $9.22 billion at December 31, 2004, substantially all of
which were investment grade. In our MBS portfolio, the credit risk associated with MBS is mitigated due
to the fact that the portfolic consists primarily of securities that were issued by, or have underlying
collateral that is guaranteed by, U.S. government agencies or U.S. government sponsored entities. The
MBS portfolio is subject to interest rate risk since price volatility and the ultimate realized yield are
affected by the rate of prepayment of the underlying mortgages. The current consistently low interest rate
environment has resulted in prepayments, which have eroded the prepayment protection in this portfolio
over recent years.

Commercial Mortgage Backed Securities (“*CMBS”) totaled $6.92 billion at December 31, 2004.
CMBS positions primarily represent pools of commercial mortgages, broadly diversified across property
types and geographical area. The CMBS portfolio is subject to credit risk, but unlike other structured
products, is generally not subject to prepayment risk. Due to protections within the underlying commercial
mortgages, borrowers are restricted from prepaying their morigages due to changes in interest rates.
Credit defaults can result in credit directed prepayments. Approximately 81.6% of the CMBS portfolio had
a Moody’s rating of Aaa or a Standard & Poor’s rating of AAA, the highest rating category, at
December 31, 2004.

Asset-backed securities ("ABS™) totaled $6.00 billion at December 31, 2004. Our ABS portfolio is
subject to credit and interest rate risk. Credit risk is managed by monitoring the performance of the
collateral. In addition, many of the securities in the ABS portfalio are credit enhanced with features such
as over-collateralization, subordinated debt, reserve funds, guarantees and/or insurance. Approximately
54.8% of the ABS portfolio had a Moody's rating of Aaa or a Standard & Poor's (“S&P”) rating of AAA,
the highest rating category. A portion of the ABS portfolio is also subject to interest rate risk since, for
example, price volatility and ultimate realized yield are affected by the rate of prepayment of the
underlying assets. The ABS portfolio includes collateralized debt obligations and other bonds that are
secured by a variety of asset types, predominately credit card receivables, home equity loans, and aute
loans.

At December 31, 2004, 94.1% of the consolidated fixed income securities portfolio was rated
investment grade, which is defined as a security having a rating from The National Association of
Insurance Commissioners (“NAIC™) of 1 or 2; a rating of Aaa, Aa, A or Baa from Moody's or a rating of
AAA, AA, A or BBB from S&P, Fitch or Dominion; or a comparable internal rating if an externally provided
rating is not available.

The following table summarizes the credit quality of the fixed income securities partfalio at
December 31, 2004.

Corporate and

Property-Liability Alistate Financial Other Total
NAIC Moody’s Fair Percent Fair Percent Fair Percent Fair Percent
Rating Equivalent Value to total Value to total Value to total Value to total
(in millions)
1 Aaa/Aa’A $27,862 85.7%  $40,661 66.2% $ 1,455 81.006  $69,978 73.1%
2 Baa 3,054 9.4 16,988 27.7 59 33 20,101 21.0
3 Ba 600 1.9 2,266 37 108 6.0 2,974 3.1
4 B 662 20 1,303 21 131 7.3 2,096 22
5 Caa or lower 259 0.8 140 0.2 15 0.8 414 0.4
In or near
6 default 62 0.2 61 0.1 29 1.6 152 0.2

Total $32,499 100.0% 561,419 100.0% $ 1,797 100.0% $95715  100.0%




Equity Securities Equity securities include common and non-redeemable preferred stocks, real
estate investment trust equity investments and limited partnership investments. The equity securities
portfolioc was $5.90 billion at December 31, 2004 compared to $5.29 billion at December 31, 2003. The
increase is attributabte to new money from operations. Gross unrealized gains totaled $1.34 billion at
December 3%, 2004 compared to $1.28 billion at December 31, 2003. Gross unrealized losses totaled
$14 million at December 31, 2004 compared to $18 million at December 31, 2003.

Unrealized Gains and Losses See Note 5 of the consolidated financia! statements for further
disclosures regarding unrealized losses on fixed income and equity securities and factors considered in
determining whether they are not other than temporarily impaired. The unrealized net capital gains on
fixed income and equity securities at December 31, 2004 totaled $6.39 billion, a decrease of $7 million
since December 31, 2003. Gross unrealized losses on fixed income securities are provided in the table
below.

Gross unrealized

Amortized 22 """~ Fair
At December 317, 2004 cost Gains Losses value
(in millions)
Corporate:
Consumer goods (cyclical and non-cyclical) $6918 S 334 S$(19) §$ 7,233
Public utilities 5,362 565 @ 5,923
Banking 5,399 264 (18} 5,645
Capital goods 3,924 192 (14) 4,102
Communications 3,388 211 (8 3,591
Basic industry 2,870 161 (6) 3,025
Financial services 4,063 148 (13) 4,198
Energy 2,343 120 2] 2,456
Transportation 1,733 110 (12} 1,831
QOther 1,622 140 (4) 1,658
Technology 688 36 @ 720
Total corporate fixed income portfolio 38,210 2,281 (109) 40,382
U.S. government and agencies 3,120 849 @ 3,967
Municipal 24,955 1,417 (45) 26,327
Foreign government 2,334 367 )] 2,700
Mortgage-backed securities 9,122 118 21 9,219
Commercial mortgage-backed securities 6,762 167 (14) 6,915
Asset-backed securities 5,958 72 (35) 5,995
Redeemable preferred stock 196 15 m 210
Total fixed income securities $90,657 $5,286 5(228) $95,715

The consumer goods, banking, capital goods, financial services, and transportation sectors had the
highest concentration of gross unrealized losses in our corporate fixed income securities portfolio at
December 31, 2004. The gross unrealized losses in these sectors were primarily interest rate related or
company specific. Approximately $9 million of the total gross unrealized losses in the corporate fixed
income portfclio and $11 million of the total gross unrealized losses in the asset-backed securities
portfolio were associated with the airline industry for which values were generally depressed due to
company specific issues and economic issues primarily related to fuel and labor costs. We expect
eventual recovery of these securities. Every security was included in our portfolio monitoring process.
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The following table shows the composition by credit quality of the fixed income securities with gross
unrealized losses at December 31, 2004.

NAIC Moody's Unrealized Percent Fair Percent
Rating Equivalent Loss to Total Value to Total
(in millions)
1 Aaa/Aa/A $(122) 5350  $10,809 75.6%
2 Baa (49) 215 2,613 18.3
3 Ba (20} 8.8 390 27
4 B 23) 10.1 335 24
5 Caa or lower (8) 35 104 0.7
6 In or near default 6 26 48 0.3
Total $(228) 100.0%  $14,299 100.0%

The table above includes redeemable preferred securities with a fair value of $6 million and an
unrealized loss of $1 million. It also includes 36 securities that have not yet received an NAIC rating, for
which we have assigned a comparable internal rating, with a fair value totaling $668 million and an
unrealized loss of $7 million. Due to lags between the funding of an investment, processing of final legal
documents, filing with the Securities Valuation Office of the NAIC (“SVQ”), and rating by the SVO, we will
always have a small number of securities that have a pending rating.

At December 31, 2004, $171 million, or 75.0%, of the gross unrealized losses were related to
investment grade fixed income securities. Unrealized losses on investment grade securities principally
relate to changes in interest rates or changes in sector-related credit spreads since the securities were
acquired.

As of December 31, 2004, $57 million of the gross unrealized losses were related to below
investment grade fixed income securities. Of this amount, 26.0% were in a significant unrealized loss
position (greater than or equal to 20% of amortized cost) for six or more consecutive months prior to
December 31, 2004. Included among the securities rated below investment grade are both public and
privately placed high-yield bonds and securities that were investment grade when originally acquired. We
mitigate the credit risk of investing in below investment grade fixed income securities by limiting the
percentage of our fixed income portfolio invested in such securities, through diversification of the
portfolio, and active credit monitoring and portfolio management.

The scheduled maturity dates for fixed income securities in an unrealized loss position at
December 31, 2004 is shown below. Actual maturities may differ from those scheduled as a result of
prepayments by the issuers.

Percent Percent
(in millions) Unrealized Loss to Total Fair Value to Total
Due in one year or less ‘ S 2 09% $ 154 1.1%
Due after one year through five years (19) 8.3 2,146 15.0
Due after five years through ten years (50) 219 3,186 22.3
Due after ten years (101) 44.3 4,188 29.3
Mortgage- and asset-backed securities®” (56) 246 4,625 323
Total 5(228) 100.0% $14,299 100.0%

(1) Because of the potential for prepayment, mortgage- and asset-backed securities are not categorized based on their contractual
maturities.
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The eguity portfolio is comprised of securities in the following sectors.

Gross unrealized

At December 31, 2006 Cost Gains  Losses V';al:lre
(in millions)

Consumer goods (cyclical and non-cyclical) $1,063 $ 313 S (8 41357
Technoclogy 507 139 @ 644
Financial services 614 171 M 784
Real estate 255 181 - 436
Capital goods 367 165 - 532
Banking 251 82 - 333
Communications 315 71 m 385
Energy 233 125 - 358
Basic industry 103 37 M 139
Utilities 100 40 - 140
Transportation 33 18 - 51
Other 735 1 - 736
Total equities $4,566 $1,343 §Qﬂ3 $5,885

At Cecember 31, 2004, the consumer goods sector had the highest concentration of gross unrealized
losses in our equity portfolio, which was primarily company specific. We expect eventual recovery of these
securities. We included every security in our portfolio monitoring process.

Portfolic Monitoring We have a comprehensive portfolic monitoring process to identify and
evaluate fixed income and equity securities whose carrying value may be other than temporarily impaired.
The process includes a guarterly review of all securities using a screening process to identify those
securities whose fair value compared to amortized cost for fixed income securities or cost for equity
securities is below established thresholds for certain time periods, or which are identified through other
monitoring criteria such as ratings downgrades or payment defaults. The securities identified, in addition
to other securities for which we may have a concern, are evaluated based on facts and circumstances for
inclusion on our watch-list. The watch-list is reviewed in detail to determine whether any other than
temporary impairment exists.

59



My b

Management’s Discussion and Analysis
of Financial Condition and Results of Operations—{Continued)

The following table summarizes fixed income and equity securities in a gross unrealized loss position
according 1o significance, aging and investment grade classification.

December 31, 2004 December 31, 2003
Fixed Income Fixed Income
: , Below : : Below
. SpEE nvestment Investment nvestment Investment
i(;'s'u';‘;')""“s except number of Grade Grade Equity Total  Grade Grade Equity Total
Category (): Unrealized loss
less than 20% of cost™

Number of Issues 1,889 145 105 2,139 1,076 154 143 1,373

Fair Value $13,418 $841  $175 $14,434 $10,320 S 911 $167 $11,398

Unrealized $ (169)  S@) SO1)S (221) S (234) S (47 S (S (290

Category (ii): Unrealized loss
greater than or equal to 20%
of cost for a period of less
than 6 consecutive months®

Number of Issues 29 10 24 29 63

&
w
N
N

Fair Value S 4 $ 2 §$658% 1258 - § 53 §S$19§%§ 72
Unrealized $ @ s S@% ®S (@0 s (8 S®MS 63
Category (jii): Unrealized loss

greater than or equal to 20%

of cost for a period of 6 or

more cansecutive months,

but less than 12 consecutive

months®)
Number of Issues - 3 22 25 2 7 6 15
Fair Value S - $ 19 $ 359 22 S 7 $ 61 $ 15§ 59
Unrealized s - $® SMS (MS ® S @3 S-S5 @B

Category (iv): Unrealized loss
greater than or equal to 20%
of cost for twelve or maore
consecutive months™
Number of Issues - 5 - 5 - 9 1 10

Fair Value $ - $15 $ -5 15 § - $ 37 §-5% 3
Unrealized $ - $@ $-S8§ @S - S04 $ -5 (04
Total Number of Issues 1.893 156 149 2,198 1,088 194 179 1,461
Total Fair Value $13,422 $877 S184 $14,483 510,327 $1,052 $187 $H,566
Total Unrealized Losses S (71 SGBGN SO4)S (242) S (262) S(108) $(18) S (388)

(1) For fixed income securities, cost represents amortized cost.

The largest individual unrealized loss was $3 million for category (), $1 million for categery (ji),
$3 million for category (i) and $3 million for category (iv) as of December 31, 2004.




Categories () and (ii) have generally been adversely affected by overall economic conditions
including interest rate changes and the market's evaluation of certain sectors. The degree to which
and/or length-of time that the securities have been in an unrealized loss position does not suggest that
these securities pose a high risk of being other than temporarily impaired. Categories (ili) and (v) have
primarily been adversely affected by industry and issue specific conditions. All of the securities in these
categories are monitored for impairment. We expect that the fair values of these securities will recover
over time.

Whenever our initial analysis indicates that a fixed income security’s unrealized loss of 20% or more
for at least 36 months or any equity security’s unrealized loss of 20% or more for at least 12 months is
temporary, additional evaluations and management approvals are required to substantiate that a
write-down is not appropriate. As of December 31, 2004, no securities met these criteria.

The following table contains the individual securities with the largest unrealized losses as of
Decembar 31, 2004. No other fixed income or equity security had an unrealized loss greater than
$2 million or 1.0% of the total unrealized loss on fixed income and equity securities.

Unrealized Fair NAIC Unrealized

Gn millions) Loss Value Rating Loss Category
Food Processing Company S @ $16  N/A 0]
Asset Backed Security (3) 5 4 V)
Municipal Utility €] 27 4 ®
Domestic Bank @ 47 1 0]
Asset Backed Security ) 3 7 3 i)
State General Obligation for a Pension Fund ' ®3) 67 1 0]
Pharmaceutical Company . 3 62 N/A - @
Major U.S. Airline v ®.. 2 2 0]
Regional Telephone Company 3 13 3 0]
Total $(28)  $284

We also monitor the guality of our fixed income portfolio by categorizing certain investments as

“problem”, “restructured” or “potential problem.” Problem fixed income securities are securities in default
with respect to principal or interest and/or securities issued by companies that have gone into
bankruptcy subsequent to our acquisition of the security. Restructured fixed income securities have rates
and terms that are not consistent with market rates or terms prevailing at the time of the restructuring.
Potential prablem fixed income securities are current with respect to contractual principal and/or interest,
but because of cther facts and circumstances, we have concerns regarding the borrower's ability to pay
future principal and interest, which causes us to believe these securities may be classified as problem or
restructured in the future. ~
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The following table summarizes problem, restructured and potential problem fixed income securities
at December 31.

2004 2003
Percent of ) Percent of
total Fixed total Fixed
Amortized  Fair income Amortized Fair Income

Gn millions) cost value portfolio cost value portfolio
Problem $150 $153 0.1% $325  $322 0.4%
Restructured - 75 75 0.1 77 78 0.1
Potential problem 265 _ggg 0.3 397 382 9_&
Total net carrying value S490 $497 0.5% $799  $782 0.9%
Cumulative write-downs recognized $351 $347

We have experienced a decrease in the amortized cost of fixed income securities in all categories as
of December 31, 2004 compared to December 31, 2003. The decreases were primarily related to
prepayments by issuers, sales in these categories due to specific developments causing a change in our
outlook and intent to hold those securities, and an improvement in the outlook for these securities.

We also evaluated each of these securities through our portfolio monitoring process at December 31,
2004 and recorded write-downs when appropriate. We further concluded that any remaining unrealized
losses on these securities were temporary in nature. While these balances may increase in the future,
particularly if economic conditions are unfavorable, management expects that the total amount of
securities in these categories will remain low relative to the total fixed income securities portfolio.

Net Realized Capital Gains and Losses The following table presents the components of realized
capital gains and losses and the related tax effect for the years ended December 31.

2004 2003 2002

(in millions)

Investment write-downs $(129) S$(294) S(467)
Dispositionst _ 828 453  (221)
Valuation of derivative instruments (46) 18 (60}
Settlement of derivative instruments | (62) 21 {176)
Realized capital gains and losses, pretax ‘ 591 196  (924)
Income tax (expense) benefit , (199) (62) 326
Reslized capital gains and losses, after-tax o $392 S 134 5(598)

(1) Gains from dispositions during 2004 include $90 million of net capital gains from a repositioning of the equity portfolic and
$49 million of net capital gains from the liquidation of the Allstate Floridian Insurance Company portfolio in anticipation of
liquidity needs to settle hurricane catastrophe claims.

Investment write-downs during 2004 represented approximately 0.19% of the average total investment
portfolio value during the year. Included in losses from written down investments were $29 million related
to airline industry holdings. For the year ended December 31, 2004, the $828 million in net gains from
sales was comprised of gross gains of $1.26 billion and gross losses of $434 million. Gross losses from
sales of fixed income and equity securities combined with investment write-downs on fixed income and
equity securities of $128 million, represented total gross realized losses of $562 million. Of the
$434 million in gross losses from sales of fixed income and equity securities, $228 million resulted from
sales of fixed income securities and $206 million resuited from sales of equity securities.
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Dispositions in the above table include sales and other transactions such as calls and prepayments.
We may sell securities during the period in which fair value has declined below amortized cost for fixed
income securities or cost for equity securities. In certain situations new factors such as negative
developments, subsequent credit deterioration, relative value opportunities, market liquidity concerns and
portfolio reallocations can subsequently change our previous intent to continue holding a security.

A changing interest rate environment will also drive changes in our portfolio duration targets at a
tactical level. A duration target and range is established with an economic view of liabilities relative to a
long-term portfolio view. Tactical duration adjustments within management's approved ranges are
accomplished through both cash market transactions and derivative activities that generate realized gains
and losses. As a component of our approach to managing portfolio duration, realized gains and losses on
futures are most appropriately considered in conjunction with the unrealized gains and losses on the
Property-Liability fixed income portfolio. This approach mitigates the impacts of general interest rate
changes to the overall financial condition of the corporation.

The ten targest losses from sales of individual securities for the year ended December 31, 2004
totaled $73 million with the largest being $16 million and the smallest being $4 million. None of the
$73 million related to securities that were in an unrealized loss position greater than or equal to 20% of
amortized cost for fixed income securities or cost for equity securities for a period of six or more
consecutive months prior to sale.

Our largest aggregate loss on sales and writedowns are shown in the following table by issuer and
its affiliates. No other issuer together with its affiliates had an aggregated loss on sales and writedowns
greater than 2.0% of the total gross loss on sales and writedowns on fixed income and equity securities.

MD&A
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We have also included in this table the related circumstances giving rise to the losses and a discussion of
how those circumstances may have affected other material investments held.

Fair Value December 31, Net
at Sale Loss Write- 2004 Unrealized

(in millions) {“Proceeds”) on Sale downs Holdings™ Gain (Loss)
A leading producer of graphics chips for
personal computers and servers. A slowdown in
demand for semiconductors and a delayed rollout
of new products resulted in earnings falling
significantly short of expectations. The position

was liquidated at a loss. $15 s(e) $§ - S - $—

A pharmaceutical company dealing with a lean

drug pipeline, litigation risk, and political risk. We

expect improvement in the company's operating

environment. Sales were made in canjunction

with the repositioning of our equity portfolio. 18 @ @ 58 4

An international vehicle manufacturer that filed
for insolvency in early 2004. - - (14) 6 -

A major U.S. airline. A write down was taken in

the third quarter of 2004 reflecting a heightened

probability of bankruptcy. Subsequently, the

airline reached an agreement with its pilots and

restructured certain near-term debt maturities

through exchange offers. Current holdings are

secured by specific aircraft. Valuations in the

industry continue to be under stress. 1 - (12) 2] -

A foreign company with operations related to
infrastructure projects, including rail renewal and
road design and construction. - - (12) 17 —

A leading developer of software products used in

the design and manufacturing of semiconductor

devices. The combination of a faltering business

cycle and less than expected product renewals

caused results to fall significantly short of

expectations. The position was liquidated at a

loss. 16 2 -

N

L
=3

Total $50 S@7) SWs)  S104

|
n

(1) Holdings include fixed income securities at amortized cost or equity securities at cost.

The circumstances of the above losses are considered to be company specific and are not expected
to have an effect on other holdings in our portfolios.

Mortgage Loans Our mortgage loans portfolio which is primarily held in the Allstate Financial
portfolio was $7.86 billion at December 31, 2664 and $6.54 billion at December 31, 2003, and comprised
primarily of loans secured by first mortgages on developed commercial real estate. Geographical and
property type diversification are key considerations used to manage our mortgage loan risk.
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We closely monitor our commercial mortgage loan portfolio on a loan-by-loan basis. Loans with an
estimated collateral value less than the loan balance, as well as loans with other characteristics indicative
of higher than normal credit risk, are reviewed by financial and investment management at least quarterly
for purposes of establishing valuation allowances and placing loans on non-accrual status. The underlying
collateral values are based upon either discounted property cash flow projections or a commonly used
valuation method that utilizes a one-year projection of expected annual income divided by an expected
rate of return. We had net realized capital losses related to write-downs on mortgage loans of $1 million,
$4 million and $2 million for the years ended December 31, 2004, 2003 and 2002, respectively.

Short-Term investments Our short-term investment portfolio was $4.13 billion and $1.82 billion at
December 31, 2004 and 2003, respectively. We invest available cash balances primarily in taxable
short-term securities having a final maturity date or redemption date of less than one year.

We also participate in securities lending, primarily as an investment yield enhancement, with third
parties such as brokerage firms. We obtain collateral in an amount equal to 102% and 105% of the fair
value of domestic and foreign securities, respectively, and monitor the market value of the securities
loaned on a daily basis with additional collateral obtained as necessary. The cash we receive is invested
in short-term and fixed income investments, and an offsetting liability is recorded in other liabilities. At
December 31, 2004, the amount of securities lending collateral reinvested in short-term investments had
a carrying value of $1.43 billion. This compares to $569 million at December 31, 2003.

MARKET RISK

Market risk is the risk that we will incur losses due to adverse changes in equity, interest,
commodity, or currency exchange rates and prices. Our primary market risk exposures are to changes in
interest rates and equity prices, although we also have a smaller exposure to changes in foreign currency
exchange rates.

The active management of market risk is integral to our results of operations. We may use the
following approaches fo manage exposure to market risk within defined tolerance ranges: 1) rebalancing
existing asset or liability portfolios, 2) changing the character of investments purchased in the future and
3) using derivative instruments to modify the market risk characteristics of existing assets and liabilities or
assets expected to be purchased. For a more detailed discussion of our use of derivative financial
instruments, see Note 6 of the consolidated financial statements.

Overview \We generate substantial investable funds from our Property-Liability and Alistate
Financial businesses. in formulating and implementing guidelines for investing funds, we seek to earn
returns that enhance our ability to offer competitive rates and prices to customers while contributing to
attractive and stable profits and long-term capital growth. Accordingly, our investment decisions and
objectives are a function of the underlying risks and product profiles of each business.

Investment policies define the overall framework for managing market and other investment risks,
including accountability and contro! over risk management activities. Subsidiaries that conduct investment
activities follow policies that have been approved by their respective boards of directors. These
investment policies specify the investment limits and strategies that are appropriate given the liquidity,
surplus, preduct profile and regulatory requirements of the subsidiary. These activities are conducted
primarily through subsidiaries’ boards of direciors and investment committees. For Allstate Financial, the
asset-liability management (“ALM") palicy guidelines further define the overall asset-liability framework
for managing market and investment risks. The Allstate Financial ALM activities follow asset-liability
policies that have been approved by their respective boards of directors. These ALM policies specify
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limits, ranges and targets for investments that best meet Allstate Financial’s business objectives in light of
its product liabilities.

We manage our exposure to market risk through the use of asset allocation, duration and
value-at-risk limits, through the use of simulation and, as appropriate, through the use of stress tests. We
have asset allocation limits that place restrictions on the total funds that may be invested within an asset
class. We have duration limits on the Property-Liability and Allstate Financial investment portfolios and, as
appropriate, on individual components of these portfolios. These duration limits place restrictions on the
amount of interest rate risk that may be taken. Qur value-at-risk {imits restrict the potential loss in fair
value that could arise from adverse movements in the fixed income, equity, and currency markets based
on historical volatilities and correlations among market risk factors. Comprehensive day-to-day
management of market risk within defined tolerance ranges occurs as portfolio managers buy and sell
within their respective markets based upon the acceptable boundaries established by investment policies.
For Allstate Financial, this day-to-day management is integrated within the day-to-day activities of the
ALM function. One result of this work is the development and implementation of an asset allocation
strategy for optimizing Allstate Financial's investment income.

Although we apply a common overall philosophy to market risk, the underlying business frameworks
and the accounting and regulatory environments differ considerably between the Property-Liability and
Allstate Financial businesses affecting investment decisions and risk parameters.

Interest rate risk is the risk that we will incur a loss due to adverse changes in interest rates. This
risk arises from many of our primary activities, as we invest substantial funds in interest-sensitive assets
and issue interest-sensitive liabilities, primarily in our Allstate Financial operations.

We manage the interest rate risk in our assets relative to the interest rate risk in our liabilities. One
of the measures used to quantify this exposure is duration. Duration measures the price sensitivity of the
assets and liabilities to changes in interest rates. For example, if interest rates increase 100 basis points,
the fair value of an asset exhibiting a duration of 5 is expected to decrease in value by approximately 5%.
At December 31, 2004, the difference between our asset and liability duration was approximately 0.84,
compared to a 0.99 gap at December 31, 2003. A positive duration gap indicates that the fair value of our
assets is more sensitive to interest rate movements than the fair value of our liabilities.

Most of our duration gap originates from the Property-Liability operations, with the primary liabilities
being auto and homeowners claims. In the management of investments supporting the Property-Liability
business, we adhere to an objective of emphasizing safety of principal and consistency of income within
a total return framework. This approach is designed to ensure our financial strength and stability for
paying claims, while maximizing economic value and surplus growth. This objective generally results in a
positive duration mismatch between the Property-Liability assets and liabilities.

For the Allstate Financial business, we seek to invest premiums, contract charges and deposits to
generate future cash flows that will fund future claims, benefits and expenses, and that will earn stable
margins across a wide variety of interest rate and economic scenarios. In order to achieve this objective
and limit interest rate risk for Allstate Financial, we adhere to a philosophy of managing the duration of
assets and related liabilities. This philosophy may include using interest rate swaps, futures, forwards,
caps and floors to reduce the interest rate risk resulting from mismatches between existing assets and
liabilities, and financial futures and other derivative instruments to hedge the interest rate risk of
anticipated purchases and sales of investments and product sales to customers.

We pledge and receive collateral on certain types of derivative contracts. For futures and option
contracts traded on exchanges, we have pledged securities as margin deposits totaling $27 million as of
December 31, 2004. For over-the-counter derivative transactions involving interest rate swaps, foreign
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currency swaps, interest rate caps, interest rate floor agreements, and credit default swaps, master
netting agreements are used. These agreements ailow us to net payments due for transactions covered
by the agreements, and when applicable, we are required to post collateral. As of December 31, 2004, we
had posted $1 million of securities, while counterparties pledged $480 million of cash as collateral for
over-the-counter instruments.

To calculate the duration gap between assets and liabilities, we project asset and liability cash flows
and caiculate their net present value using a risk-free market interest rate adjusted for credit quality,
sector attributes, fiquidity and other specific risks. Duration is calculated by revaluing these cash flows at
alternative interest rates and determining the percentage change in aggregate fair value. The cash flows
used in this calculation include the expected maturity and repricing characteristics of our derivative
financia!l instruments, all other financial instruments (as described in Note 6 of the consolidated financial
statements), and certain other items including unearned premiums, property-liability claims and claims
expense reserves, interest-sensitive liabilities and annuity liabilities. The projections include assumptions
(based upon historical market experience and our experience) that reflect the effect of changing interest
rates on the prepayment, lapse, leverage and/or option features of instruments, where applicable. Such
assumptions relate primarily to mortgage-backed securities, collateralized mortgage obligations, municipal
housing bonds, callable municipal and corporate obligations, and fixed rate single and flexible premium
deferred annuities. Additionally, the calculations include assumptions regarding the renewal of property-
liability policies. ‘

Based upen the information and assumptions we use in this duration calculation, and interest rates
in effect at December 31, 2004, we estimate that a 100 basis point immediate, parallel increase in interest
rates (“rate shock”) would decrease the net fair value of the assets and liabilities by approximately
$1.79 billion, compared to $1.77 billion at December 31, 2003. Additionally, there are $7.32 billion of assets
supporting life insurance products such as traditional and interest-sensitive life that are not financial
instruments and as a result have not been included in the above estimate. This amount has increased
from the $6.20 billion reported at December 31, 2003 due to increases in policies in force. Based on
assumptions described above, in the event of a 100 basis point immediate increase in interest rates, these
assets would decrease in value by $427 million, compared to a decrease of $278 million at December 31,
2003. Also reflected in the duration calculation are the effects of a program that uses short futures to
manage the Property-Liability interest rate risk exposures relative to duration targets. Based on contracts
in place at December 31, 2004, we would recognize realized capital gains totaling $45 million in the event
of a 100 basis point immediate, parallel interest rate increase and $45 million in realized capital losses in
the event of a 100 basis point immediate, parallel interest rate decrease. The selection of a 100 basis
point immediate parailel change in interest rates should not be construed as our prediction of future
market events, but only as an illustration of the potential effect of such an event.

To the extent that conditions differ from the assumptions we used in these calculations, duration and
rate shock measures could be significantly impacted. Additionally, our calculations assume that the
current relationship between short-term and long-term interest rates (the term structure of interest rates)
will remain constant over time. As a result, these calculations may not fully capture the effect of
non-parallel changes in the term structure of interest rates and/or large changes in interest rates.

Equity price risk is the risk that we will incur losses due to adverse changes in the general levels of
the equity markets. At December 31, 2004, we held approximately $4.88 billion in common stocks and
$1.82 billion in other securities with equity risk (including primarily convertible securities, limited
partnership funds and non-redeemable preferred securities), compared to approximately $4.42 billion in
common stocks and $1.30 billion in other equity investments at December 31, 2003. Approximately 99.8%
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and 65.8% cof these totals, respectively, represented assets of the Property-Liability operations at
December 31, 2004, compared to approximately 98.0% and 58.8%, respectively, at December 31, 2003.

At December 31, 2004, our portfolio of equity investments had a beta of approximately 0.85,
compared to a beta of approximately 0.84 at December 31, 2003. Beta represents a widely used
methodology to describe, quantitatively, an investment’s market risk characteristics relative to the
Standard & Poor’s 500 Composite Price Index (“S&P 500”). Based on the beta analysis, we estimate that if
the S&P 500 decreases by 10%, the fair value of our equity investments will decrease by approximately
8.5%. Likewise, we estimate that if the S&P 500 increases by 10%, the fair value of our equity investments
will increase by approximately 8.5%. Based upon the information and assumptions we used to calculate
beta at December 31, 2004, we estimate that an immediate decrease in the S&P 500 of 10% would
decrease the net fair value of our equity investments identified above by approximately $569 million,
compared to $478 million at December 31, 2003. The selection of a 10% immediate decrease in the S&P
500 should not be construed as our prediction of future market events, but only as an illustration of the
potential effect of such an event.

The beta of our equity investments was determined by comparing the monthly total returns of the
equity investments to monthly total returns of the S&P 500 over a three-year historical period. Since beta
is historically based, projecting future price volatility using this method involves an inherent assumption
that historical volatility and correlation relationships between stocks will not change in the future.
Therefore, the illustrations noted above may not reflect our actual experience if future volatility and
correlation relationships differ from the historical relationships.

At December 31, 2004 and 2003, we had separate accounts assets related to variable annuity and
variable life contracts with account values totaling $14.38 billion and $13.43 billion, respectively. We earn
contract charges as a percentage of these account values. In the event of an immediate decline of 10%
in the account values due to equity market declines, we would have earned approximately $24 million and
$21 million less in fee income at December 31, 2004 and December 31, 2003, respectively.

Variable annuity contracts sold by Allstate Financial have a GMDB and customers may choose to
purchase an enhanced GMDB, guaranteed minimum income benefits (“GMIB”) prior to 2004, a
TrueReturnS™ guaranteed minimum accumulation benefit (‘GMAB") beginning in 2004, and beginning in
2005, a Surelncome®™ guaranteed minimum withdrawal benefit (‘GMWB™). These guarantees subject us
to additional equity market risk because the beneficiary or contractholder may receive a benefit that is
greater than their corresponding account value. GMDBs are payable upon death. GMiBs may be
exercised on or after the tenth-year anniversary (not prior to 2008) of the contract if the contractholder
elects to receive a defined stream of payments (“annuitize”). GMABs are credited to the contractholder
account on a contract anniversary date that is pre-determined by the contractholder, between the eighth
and twentieth year after contract issue (not prior to 2012). GMABs guarantee an account value of up to
2.5 times {or 2509} of the amount deposited in the contract, depending on the amount of time the
contract is in force and adherence to certain fund allocation requirements. GMWBs will be payable if the
contractholder elects to take partial withdrawals. GMWBs guarantee that the contractholder can take
annual partial withdrawals up to 8% of the amount deposited in the contract until their withdrawals total
the initial deposit.

In January 2004, we established reserves for GMDBs and GMIBs in conjunction with the adoption of
SOP 03-1. Because of this change in accounting, guarantee payments will be recognized over future
periods rather than expensed as paid. For more details see Notes 2 and 8 of the consolidated financial
statements.
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At December 31, 2004 and 2003, the guaranteed value of the death benefits in excess of account
values was estimated to be $1.80 billion and $2.45 billion, respectively, net of reinsurance. The decrease in
this estimate between periods is attributable to improved equity markets during 2004 and customer
surrenders of contracts with in-the-money GMDBs. In both periods, approximately two-thirds of this
exposure is related to the return of deposits guarantee, while the remaining one-third is attributable to a
death benefit guarantee greater than the original deposits. In addition to reinsurance for a portion of
these benefits, we entered into various derivative instruments beginning in 2003 to offset the risk of
future death claims on substantially all new business issued on or after January 1, 2003. A similar
program for GMABs was established in 2004 and a similar program for GMWBs will be established in
2005.

In the event of an immediate decline in account values of 10% due to equity market declines,
payments for guaranteed death benefits at December 31, 2004 would increase by an estimated
$15 million in 2005. These payments would be charged against the related reserve rather than directly to
earnings as paid. Contributions to the reserve for GMDBs would be reduced by approximately $1 million
in 2005 in the event of an immediate 10% decline in account values. For discussion of the accounting
treatment, see Note 2 of the consolidated financial statements. The selection of a 10% immediate
decrease should not be construed as our prediction of future market events, but only as an example to
illustrate the potential effect on earnings and cash flow of equity market declines as a result of this

guarantee. Also, our actual payment experience in the future may not be consistent with the assumptions
used in the model.

GMIB contracts that we sold provide the contractholder with the right to annuitize based on the
highest account value at any anniversary date or on a guaranteed earnings rate based on the initial
account value over the specified period. The guaranteed income benefit feature was first offered in our
variably annuity products beginning in 1988, with guaranteed benefits available for election by
contractholders ten years after issue. Accordingly, the earliest date at which benefits would become
payable is 2008. In the event of an immediate decline of 10% in contractholders’” account values as of
December 31, 2004 due to equity market declines, contributions to the reserve would be reduced by a
nominal amount in 2005. For discussion of the accounting treatment, see Note 2 of the consolidated
financial statements. The selection of a 10% immediate decrease should not be construed as our
prediction of future market events, but only as an example to illustrate the potential effect on earnings
and cash flow of equity market declines as a result of this guarantee.

In the event of an immediate decline of 10% in GMAB contractholders’ account values as of
December 31, 2004, due to equity market declines, there would be no net impact on our earnings
because these benefits are fully hedged, however the reserve for GMABs would be increased by
approximately $5 million.

In addition to our GMDB, GMIB and GMAB equity risk, at December 31, 2004 and 2003 we had
approximately $2.02 billion and $1.55 billion, respectively, in equity-indexed annuity liabilities that provide
customers with interest crediting rates based on the performance of the S&P 500. We hedge the equity
risk associated with these liabilities through the purchase and sale of equity-indexed options and futures,
swap futures, and eurodollar futures, maintaining risk within specified value-at-risk limits.

Allstate Financial also is exposed to equity risk in DAC. Fluctuations in the value of the variable
annuity and life contract account values due to the equity market affect DAC amortization, because the
expected fee income and guaranteed benefits payable are components of the EGP for variable annuity
and life contracts. For a mare detailed discussion of DAC, see Note 2 of the consolidated financial
statements and the Application of Critical Accounting Policies section of the MD&A.
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Foreign currency exchange rate risk is the risk that we will incur economic losses due to adverse
changes in foreign currency exchange rates. This risk primarily arises from our foreign equity investments,
including real estate funds and our Canadian operations. We also have funding agreement programs and
a small amount of fixed income securities that are dencminated in foreign currencies, but we use
derivatives to hedge the foreign currency risk of these funding agreements and securities. At
December 31, 2004 and 2003, we had approximately $1.22 billion and $1.36 billion, respectively, in funding
agreements denominated in foreign currencies.

At December 31, 2004, we had approximately $455 million in foreign currency denominated equity
securities and an additional $567 million net investment in our Canadian subsidiaries. These amounts
were $380 million and $492 million, respectively, at December 31, 2003. The foreign currency exposure is
almost entirely in the Property-Liability business.

Based upon the information and assumptions we used at December 31, 2004, we estimate that a
10% immediate unfavorable change in each of the foreign currency exchange rates that we are exposed
to would decrease the value of our foreign currency denominated instruments by approximately
$102 million, compared with an estimated $87 million decrease at December 31, 2003. The selection of a
10% immediate decrease in all currency exchange rates should not be construed as our prediction of
future market events, but only as an illustration of the potential effect of such an event. Our currency
exposure is diversified across 32 countries, compared to 31 countries at December 31, 2003. Our largest
individual currency exchange exposures at December 31, 2004 were to the Canadian dollar (56.5%) and
the British pound (11.0%). The largest individual currency exchange exposures at December 31, 2003
were to the Canadian dollar (58.9%) and the British pound (10.5%). Our primary regional exposure is to
Western Europe, approximately 28.7% at December 31, 2004, compared to 27.8% at December 31, 2003.

The modeling technique we use to report our currency exposure does not take into account
correlation among foreign currency exchange rates. Even though we believe it is very unlikely that all of
the foreign currency exchange rates that we are exposed to would simultaneously decrease by 10%, we
nonetheless stress test our portfolio under this and other hypothetical extreme adverse market scenarios.
Our actual experience may differ from these results because of assumptions we have used or because
significant liquidity and market events could occur that we did not foresee.

PENSION PLANS

We have defined benefit pension plans, which cover most full-time and certain part-time employees
and employee-agents. See Note 16 of the consolidated financial statements for a complete discussion of
these plans and their effect on the consolidated financial statements.

Net periodic pension cost in 2005 is estimated to be $313 million based on current assumptions. Net
pericdic pension cost increased in 2004 and 2003 principally due to unfavorable returns on plan assets,
decreases in the weighted average discount rate assumption which is based on long-term interest rates,
and, in 2003, a decrease in the expected long-term rate of return on plan assets. In each of the years
2004, 2003 and 2002, net pension cost included non-cash settlement charges primarily resulting from
lump sum distributions made to agents. Settlement charges are expected to continue in the future as we
settle our remaining agent pension obligations by making lump sum distributions to agents.

As provided for in Statement of Financial Accounting Standard (“SFAS”) No. 87 “Employers’
Accounting for Settlements and Curtailments of Defined Benefit Pension Plans and for Termination
Benefits,” the market-related value component of expected returns recognizes plan equity losses and
gains over a five-year period, which we believe is consistent with the long-term nature of pension
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obligations. As a result, the effect of changes in fair value on our net periodic pension cost may be
experienced in periods subsequent to those in which the fluctuations actually occur.

Amounts recorded for pension cost and minimum pension liabilities are significantly affected by
fluctuations in the returns on plan assets and the amortization of unrecognized actuarial gains and losses.
Plan assets sustained net losses in 2002 primarily due to the decline in the equity markets. These asset
losses, combined with all other unrecognized actuarial gains and losses, resulted in amortization of net
actuarial loss (and additional net periodic pension cost) of $121 million in 2004 and $92 million in 2003.
We anticipate that the unrealized loss for our pension plans will exceed 10% of the greater of the
projected benefit obligations or the market-related value of assets during the foreseeable future, resulting
in additional amortization and net periodic pension cost.

Amounts recorded for net periodic pension cost and minimum pension liabilities are also significantly
affected by changes in the assumptions used to determine the weighted average discount rate and the
expected long-term rate of return on plan assets. The weighted average discount rate is based on rates at
which expected pension benefits attributable to past employee service could effectively be settled on a
present value basis at the measurement date. We develop the assumed weighted average discount rate
by utilizing the weighted average yield of a theoretical dedicated portfolio derived from bonds available in
the Lehman corporate bond universe having ratings of at least “AA” by Standard & Poor’s or at least “Aa”
by Mocdy’s on the measurement date with cash flows that match expected plan benefit requirements.
Significant changes in discount rates, such as those caused by changes in the yieid curve, the mix of
bonds available in the market, the duration of selected bonds and expected benefit payments, may result
in volatility in pension cost and minimum pension liabilities.

Holding other assumptions constant, a hypothetical decrease of 100 basis points in the weighted
average discount rate would result in an increase of $50 million in net periodic pension cost and an
$867 miltion increase in the minimum pension liability after-tax as of Octaber 31, 2004, our most recent
measurement date, versus an increase of $48 million in net periodic pension cost and a $762 million
increase in the minimum pension liability after-tax as of October 31, 2003. A hypothetical increase of 100
basis points in the weighted average discount rate would decrease net periodic pension cost by
$41 million and would decrease the minimum pension liability after-tax by $49 million as of October 31,
2004, versus a decrease in net periodic pension cost of $40 million and a $52 million decrease in the
minimum pension liability after-tax as of October 31, 2003. This non-symmetrical range results from the
non-linear relationship between discount rates and pension obligations, and changes in the amortization
of unrealized net actuarial gains and losses.

The expected long-term rate of return on plan assets reflects the average rate of earnings expected
on plan assets. While this rate reflects long-term assumptions and is consistent with long-term historical
returns, sustained changes in the market or changes in the mix of plan assets may lead to revisions in
the assumed long-term rate of return on plan assets that may result in variability of pension cost.
Differences between the actual return on plan assets and the expected long-term rate of return on plan
assets are a component of unrecognized gains or losses, which may be amortized as a component of net
actuarial gains and losses. As a result, the effect of changes in fair value on our pension cost may be
experienced in periods subsequent to those in which the fluctuations actually occur.

Holding other assumptions constant, a hypothetical decrease of 100 basis points in the expected
long-term rate of return on plan assets would result in an increase of $37 million in pension cost at
October 31, 2004, compared to an increase of $34 million at October 31, 2003. A hypothetical increase of
100 basis points in the expected long-term rate of return on plan assets would result in a decrease in net
periodic pension cost of $37 million at October 31, 2004, compared to a decrease of $34 million at
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October 31, 2003. Changes in the expected long-term rate of return on plan assets do not affect the
minimum pension liability.

CAPITAL RESOURCES AND LIQUIDITY

Capital Resources consist of shareholders’ equity and debt, representing funds deployed or
available to be deployed to support business operations or for general corporate purposes. The following
table summarizes our capital resources at December 31.

(in millions) 2004 2003 2002
Common stock, retained earnings and other shareholders’ equity

items _ $19,208 $17,809 $15,705
Accumulated other comprehensive income 2,615 2,756 1,733

Total shareholders’ equity 21,823 20,565 17,438
Mandatorily redeemable preferred securities - - 200
Debt 5,334 5,076 4,240

Total capital resources $27,157 $25,641 $21,878
Ratio of debt and mandatorily redeemable preferred securities to

shareholders’ equity 24.4% 247%  25.5%

Shareholders’ equity increased in 2004 when compared to 2003, as net income was partially offset by
share repurchases and dividends paid to shareholders. Shareholders' equity increased in 2003 when
compared to 2002, as net income, unrealized net capital gains on investments and a decrease in the
minimum pension liability were partially offset by dividends paid to shareholders and share repurchases.
Our $1.50 billion share repurchase program was completed as of December 31, 2004. Commencing in
January 2005, we have a new $4.00 billion share repurchase program which is expected to be completed
in 2006.

Treasury stock is a component of shareholders’ equity and, since 1995, we have repurchased
292 million shares of our common stock at a cost of $8.90 billien, primarily as part of various stock
repurchase programs. We have reissued 76 million shares since 1995, primarily associated with our equity
incentive plans, the 1999 acquisition of American Heritage Life Investment Corporation ("AHL™) and the
redemption of certain mandatorily redeemable preferred securities.

Debt increased in 2004 compared to 2003 primarily due to increases in long-term borrowings
outstanding. We issued $650 million of 5.00% Senior Notes due in 2014, utilizing the registration
statement filed with the SEC in June 2000. The proceeds of this issuance will be used for general
corporate purposes, including to facilitate the repayment of a portion of the $900 million of 774% Senior
Notes due 2005 at their scheduled maturity on May 1, 2005. We anticipate having adequate sources of
liquidity from existing investments and dividends from subsidiaries to repay the remaining portion of the
$900 million of 77/% Senior Notes. The increase in debt was partially offset by a decrease of $412 million
related to the deconsolidation of a variable interest entity (“VIE”) resulting from the sale of a portion of
the equity interest in the VIE. For more information on the adoption of Financial Accounting Standards
Board Interpretation No. 46 ("FIN 467), see Notes 2, 3 and 11 of the consolidated financial statements.

At December 31, 2004, we had outstanding commercial paper borrowings of $43 million with a
weighted average interest rate of 2.22%.




The increase in debt in 2003 compared to 2002 was primarily due to the adoption of FIN 46 and
increases in long-term borrowings outstanding, partly offset by declines in short-term borrowings
outstanding. The adoption of FIN 46, effective July 1, 2003, increased long-term debt by $1.05 biliion,
including $621 million for the consolidation of two VIEs to hold assets under the management of an
affiliate on behalf of third-party investors, $112 million for the consolidation of a VIE for a headquarters
office building and up to 38 automotive collision repair stores, $45 million for the consolidation of the
debt of a previously unconsolidated investment security, and $200 million of the debt we issued to
Alistate Financing Il ("AF II"") that is no longer required to be consolidated. Although we were required to
consolidate the two VIEs used to hold assets on behalf of third-party investors under FIN 46, we had no
Jegal ownership of the assets and no obligation to repay the debt. Qur maximum exposure related to
these two entities was the current value of our equity investment, which totaled $12 million at
December 31, 2003. Mgody’s and Standard and Poor’s had apprised us that the reported debt associated
with the consalidation of these VIEs would be excluded for analytical purposes from the ratio of debt to
shareholders’ equity for ratings considerations. This analytical ratio was 21.3% as of December 31, 2003.

In 2003, we issued $400 million of 5.350% Senior Notes due in 2033, utilizing the registration
statement filed with the SEC in 2000. The proceeds of this issuance were used to redeem the $300 million
of 6%:% Notes due 2003 and for general corporate purposes.

Mandatorily redeemable preferred securities were eliminated as a separate line item on our
Consolidated Statements of Financial Position effective July 1, 2003, because of the adoption of FIN 46.
This accounting guidance required the de-consolidation of AF Il, a subsidiary that we own 100%, and the
recognition of debt pursuant to debentures that we had previously issued to AF Il, which are held as
collateral for the mandatorily redeemable preferred securities. For further discussion of the capital
structure of AF [l, see Note 11 of the consolidated financial statements.

Financial Ratings and Strength The following table summarizes our debt, commercial paper and
insurance financial strength ratings at December 31, 2004.

Standard
Moody's & Poor’'s  A.M. Best
The Allstate Corporation (senior long-term debt) Al A+ a
The Allstate Corporation (commercial paper) P-1 A-1 AMB-1
Allstate Insurance Company (financial strength) Aa2 AA A+
Allstate Life Insurance Company (“ALIC™) (financial strength) Aa2 AA A+

Our ratings are influenced by many factors including our operating and financial performance, asset
quality, liquidity, asset/liability management, cverall portfolio mix, financial leverage (i.e., debt), exposure to
risks such as catastrophes and the current level of operating leverage. We have distinct groups of
subsidiaries licensed to sell property and casualty insurance in New Jersey and Florida. These groups
have separate group ratings and are not reinsured by other Allstate subsidiaries that are not part of each
of these respective groups. The ratings of the New Jersey and Florida groups are influenced by the risks
noted above as they relate distinctly to each group. in 2004, A.M. Best revised the rating of Allstate
Floridian Insurance Company (“Allstate Floridian™) and Allstate Floridian Indemnity Company from A —
(Excellent) to B+ (Very Good). These ratings remain under review with negative implications as the
current risk-adjusted capitalization is not supportive of the rating, as a result of a decline in capital of
Alistate Floridian due to hurricanes Charley, Frances, Ivan and Jeanne. The resolution of the ratings
review will be influenced by developments prior to the 2005 hurricane season, including Florida regulatory
and legislative actions, Alistate and Alistate Floridian management actions, AM. Best's assessment of the
timing and nature of such developments and their view on the amount of capital and risk-adjusted
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capitalization deemed necessary to support the ratings. Although at present it is not clear when a ratings
decision will be made, it is believed A.M. Best will make a ratings decision before the 2005 hurricane
season. A.M. Best has indicated it is evaluating its methodology for determining the level of capital
needed to support property insurance written in areas of hurricane loss exposure in Florida. Allstate
Floridian also has a Demotech rating of Al.

The ratio of net premiums written to statutory surplus is a common measure of operating leverage
used in the property-casualty insurance industry and serves as an indicator of a company’s premium
growth capacity. Ratios in excess of 3 to 1 are typically considered outside the usual range by insurance
regulators and rating agencies. AlC’s premium to surplus ratio was 1.5x on December 31, 2004 compared
to 1.5x in the prior year.

State laws specify regulatory actions if an insurer’s risk-based capital (‘RBC”), a measure of an
insurer's solvency, falls below certain levels. The NAIC has a standard formula for annually assessing
RBC. The formula for calculating RBC for property-liability companies takes into account asset and credit
risks but places more emphasis on underwriting factors for reserving and pricing. The formula for
calculating RBC for life insurance companies takes into account factors relating to insurance, business,
asset and interest rate risks. At December 31, 2004, the RBC for each of our domestic insurance
companies was above levels that would require regulatory actions.

The NAIC has also developed a set of financial relationships or tests known as the Insurance
Regulatory Information System to assist state regulators in monitoring the financial condition of insurance
companies and identifying companies that require special attention or actions by insurance regulatory
authorities. The NAIC analyzes financial data provided by insurance companies using prescribed ratios,
each with defined “usual ranges”. Generally, regulators will begin to monitor an insurance company if its
ratios fall outside the usual ranges for four or more of the ratios. If an insurance company has insufficient
capital, regulators may act to reduce the amount of insurance it can issue. The ratios of our domestic
insurance companies are within these ranges.

Liquidity Sources and Uses Our potential sources of funds principally include activities shown in
the following table.

Property- Allstate Corporate and

Liability  Financial Other
Receipt of insurance premiums X X
Allstate Financial contractholder fund deposits X
Reinsurance recoveries X X
Receipts of principal, interest and dividends on investments X X X
Sales of investments X X X

Funds from investment repurchase agreements, securities lending,
dollar roll, commercial paper and lines of credit agreements

Inter-company loans and tax refunds/settlements

Capital contributions from parent

Dividends from subsidiaries

Funds from periodic issuance of additional securities

Funds from the settlement of our benefit pians
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Our potential uses of funds principally include activities shown in the following table.

Property-  Alistate  Corporate and

Liability  Financial Other

Payment of claims and related expenses X
Payment of contract benefits, maturities, surrenders and w1thdrawa|s X
Reinsurance cessions and payments X X
Operating costs and expenses X X X
Purchase of investmenis X X X
Repayment of investment repurchase agreements, securities lending,

dollar roll, commercial paper and lines of credit agreements X X X
Payment or repayment of inter-company loans X X X
Capital contributions to subsidiaries X X X
Dividends to shareholders X X X
Share repurchases X
Debt service expenses and repayment X
Setttement payments of employee and agent benefit plans X X

The following table summarizes consolidated cash flow activities by business unit.

Corporate
Property-Liability Alistate Financial and Other Consolidated

Cin millions) 2004 2003 2002 2004 2003 2002 2004 2003 2002 2004 2003 2002
Net cash provided by

(used in): )
Operating activities $4002 $3450 $2643 $1916 $2256 $1.887 S (540) S (05) $ (7) S 5468 $5891 § 4,423
Investing activities (1,903) (2,344) (1,613) (8,039) (6.769) (7,560) (781) (351) 165 (10,723) (9,464) (9,008)
Financing activities 49 1 92 6,506 4,554 5443 (1,252) (888) (751) 5,303 3,677 4,784
Net increase (decrease)

in consolidated cash $ 48 $ (98) $ 199

Property-iiability Higher operating cash flows of the Property-Liability business in 2004 and 2003
were primarily due to increased underwriting income despite catastrophe losses in 2004 and contributions
made to our cefined benefit pension plans in 2004 and 2003. Cash used in investing activities decreased
in 2004 primarily as a result of less underwriting income being available for investment due to higher
operating cash flows offset by dividends paid by AIC to its parent. Cash used in investing activities
increased in 2003 as higher operating cash flows were invested in the fixed income and equity portfolios.

Cash flows were impacted by dividends paid by AIC to its parent, The Allstate Corporation, totaling
$2.49 billion, $1.27 billion and $675 million in 2004, 2003 and 2002, respectively. For a description of
fimitations on the payment of these dividends, see Note 15 of the consolidated financial statements.

Allstate Financiai Lower cash flows from operating activities in 2004, compared to 2003, were
primarily due to lower premium collections and higher deferrable expenses paid, partially offset by lower
policy and contract benefits paid and higher interest received on fixed income securities and martgage
loans. The lower premium collections were primarily the result of the disposal of substantially all of our
direct response distribution business and lower sales of life-contingent immediate annuities. Higher
operating cash flows of Allstate Financial in 2003 primarily relate to increases in investment income,
partially offset by an increase in benefits and acquisition related expenses from new business growth.

Cash flows used in investing activities increased in 2004 compared to 2003 as the investment of
higher financing cash flows was partially offset by lower operating cash flow. Cash flows used in
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investing activities declined in 2003 compared to 2002 as the investment of higher operating cash flows
were offset by lower financing cash flow.

Increased cash flows from financing activities in 2004, compared to 2003, were primarily attributable
to higher deposits of fixed annuities and institutional products, partially offset by fixed annuity
withdrawals and institutional product maturities. Lower cash flow from financing activities during 2003
reflect an increase in maturities of institutional products and benefits and withdrawals from
contractholders’ accounts, partially offset by increased deposits received from contracthoiders. For
quantification of the changes in contractholder funds, see the Allstate Financial Segment section of the
MD&A.

A portion of the Allstate Financial product portfolic, primarily fixed annuity and interest-sensitive life
insurance products, is subject to surrender and withdrawal at the discretion of contractholders. The
following table summarizes Allstate Financial's liabilities for these products by their contractual withdrawal
provisions at December 31, 2004. Approximately 16.7% of these liabilities is subject to discretionary
withdrawal without adjustment.

(in millions) 2004
Not subject to discretionary withdrawal = $15,074
Subject to discretionary withdrawal with adjustments:

Specified surrender charges® 21,902
" Market value® 9,453
Subject to discretionary withdrawal without adjustments 9,280
Total Contractholder funds $55,709

(1) Includes $9.15 billion of liabilities with a contractual surrender charge of less than 5.0% of the account balance.

(2) Approximately $8.14 billion of the contracts with market value adjusted surrenders have a 30-45 day period during which there
is no surrender charge or market value adjustment, including approximately $1.45 billion of market-value adjusted annuities
with a period commencing during 2005.

To ensure we have the appropriate level of liquidity in this segment, we perform actuarial tests on
the impact to cash. flows of policy surrenders and ather actions under various scenarios. Depending upon
the years in which certain policy types were sold with. specific surrender provisions, the Allstate Financial
cash flow could vary due to higher surrender of policies exiting their surrender charge periods.

Corporate and Other Lower operating cash flow of the Corporate and Other segment in 2004 was
primarily due to the timing of intercompany settlements. Financing cash flows of the Corporate and Other
segment reflect actions such as fluctuations in short-term debt, proceeds from the issuance of debt,
dividends to shareholders of The Allstate Corporation and share repurchases; therefore, financing cash
flows are affected when we increase or decrease the level of these activities. Higher uses of cash in
investing activities during 2004 and 2003 reflect additional net investments made in the portfolio of
Kennett Capital, a subsidiary of The Alistate Corporation. Kennett Capital has $1.90 billion of capital that
is available to pay dividends to The Allstate Corporation, that are not subject to insurance company
limitations. '

We have established external sources of short-term liquidity that include a commercial paper
program, lines-of-credit, dollar rolls and repurchase agreements. In the aggregate, at December 31, 2004,
these sources could provide over $3.16 billion of additional liquidity. For additional liquidity, we can also
issue new insurance contracts, incur additional debt and sell assets from our investment portfolio. The
liquidity of our investment portfolio varies by type of investment. For example, $17.41 billion of privately




placed corporate gbligations that represent 15.1% of the investment portfolio, and $7.86 billion of
mortgage loans that represent 6.8% of the investment portfolio, generally are considered to be less liquid
than many of our other types of investments, such as our U.S. government and agencies, municipal and
public corporate fixed income security portfolios.

We have access to additional borrowing to support liquidity as follows:

® A commercial paper program with a borrowing limit of $1.00 billion to cover short-term cash
needs. As of December 31, 2004, the remaining borrowing capacity was $957 million; however, the
outstanding balance fluctuates daily.

® We currently maintain one primary credit facility and one additional credit facility totaling
$1.05 billion to cover short-term liquidity requirements. The primary facility is a $1 billion five-year
revolving line of credit expiring in 2008. it contains an increase provision that would make up to an
additional $500 million available for borrowing provided the increased portion could be fully
syndicated at a later date among existing or new lenders. The other facility is a $50 million
cne-year revolving line of credit renewed in July 2004 for an additional year. Although the right to
borrow under the five-year facility is not subject to a minimum rating requirement, the costs of
maintaining the five-year facility and borrowing under it are based on the ratings of our senior,
unsecured, nonguaranteed long-term debt. There were no borrowings under either of these lines
of credit during 2004. The total amount outstanding at any point in time under the combination of
the commercial paper program and the two credit facilities cannot exceed the amount that can be
borrowed under the credit facilities.

o The right to issue up to an additional $2.15 billion of debt securities, equity securities, warrants for
debt and equity securities, trust preferred securities, stock purchase contracts and stock purchase
units utiiizing the shelf registration statement filed with the SEC in August 2003.

Our only financial covenant exists with respect to our primary credit facility and $18 million of our
capital lease gbligations. The covenant requires that we not exceed a 37.5% debt to capital resources
ratio as defined in the agreements. This ratio at December 31, 2004 was 19.9%.

We closely monitor and manage our liquidity through long- and short-term planning that is
integrated between the corporation, the business segments and investments. Allstate Financial manages
the duration of assets and related liabilities through ALM, using a dynamic process that addresses
liquidity utilizing the investment portfolio, and components of the portfolio as appropriate, which is
routineiy subjected to stress testing. Allstate Protection’s underwriting cash transactions comprise millions
of small transactions that make it possible to statistically determine reasonable expectations of patterns of
liquidity, which are subject to volatility from unpredictable catastrophe losses. Allstate Protection monitors
the duration of its assets and liabilities and maintains a portfolio of highly liquid fixed income and equity
securities, including short-term investments, exchange-traded common stock, municipal bonds, corporate
bonds, and U.S. government and government agency securities in order to address the variability of its
cash flows. Discontinued Lines and Coverages’ liabilities are expected to be paid over many years and do
not present a significant liquidity risk. Alistate Financial and Allstate Protection also have access to funds
from our commercial paper program.

Certain remote events and circumstances could constrain our liquidity. Those events and
circumstances include, for example, a catastrophe resuiting in extraordinary losses, a downgrade in our
long-term debt rating of Al and A+ (from Moody’s and Standard & Poor’s, respectively) to
non-investment grade status of below Baa3/BBB-, a downgrade in AIC's financia! strength rating from
Aa2, AA and A+ (from Moody's, Standard & Poor’s and A.M. Best, respectively) to below Baa/BBB/A-, or
a downgrade in ALIC's financial strength ratings from Aa2, AA and A+ (from Moody's, Standard & Poor’s
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and A.M. Best, respectively) to below Aa3/AA-/A-. The rating agencies also consider the interdependence
of our individually rated entities, therefore, a rating change in one entity could potentially affect the
ratings of other related entities.

Contractual Obligations and Commitments Our contractual obligations as of December 31, 2004
and the payments due by period are shown in the following table.

Less than

(in millions) Total 1 year 1-3 years 4-5years Over 5 years
Securities lending, dollar rolls, and repurchase

agreements(’. $ 4364 S 4364 S - 5 - S -
Commercial paper 43 43 - - -
Contractholder funds® 75,033 8,194 19,337 10,914 36,588
Reserve for life-contingent centract benefits® 28,208 927 2,773 1,852 22,656
Long-term debt® 5,293 900 706 750 2,937
Capital lease obligations® 34 2 4 4 24
Operating leases® 816 220 279 155 162
Unconditional purchase obligations® 495 233 231 31 -
Pension obligations®® 89 71 12 6 -
Reserve for property-liability insurance claims

and claims expense® 19,338 8,104 6,043 2,356 2,835
Other liabilities and accrued expenses?”® 8,146 3,381 191 139 4,435
Total Contractual Cash Obligations $141,859  $26,439  $29,576  $16,207 $69,637

(1) Securities lending, dollar rolls and repurchase transactions are typically fully collateralized with marketable securities. We
manage our short-term liquidity position to ensure the availability of a sufficient amount of liquid assets to extinguish
short-term liabilities as they come due in the normal course of business.

(2) Contractholder funds represent interest-bearing liabilities arising from the sale of products such as interest-sensitive life, fixed
annuities, including immediate annuities without life contingencies, bank deposits and institutional products. These amounts
reflect estimated cash payments to be made to policyholders and contractholders. Certain of these contracts, such as
immediate annuities without life contingencies and institutional products, involve payment obligations where the amount and
timing of the payment is essentially fixed and determinable. These amounts relate to (i) policies or contracts where we are
currently making payments and wili continue to do so and (i) contracts where the timing of payments has been determined by
the contract. Other contracts, such as interest-sensitive life and fixed deferred annuities, involve payment obligations where the
amount and timing of future payments is uncertain. For these contracts and bank deposits, (i) the Company is not currently
making payments and will not make payments until the occurrence of an insurable event, such as death, or (i) the occurrence
of a payment triggering event, such as the surrender of or partial withdrawal on a policy or deposit contract, which is outside
of the control of the Company. We have estimated the timing of payments related to these contracts based on historical
experience and our expectation of future payment patterns. Uncertainties relating to these liabilities include mortality, customer
lapse and withdrawal activity, and estimated additional deposits for interest-sensitive life contracts, which may significantly
impact both the timing and amount of future payments. Such cash outflows reflect adjustments for the estimated timing of
mortality, retirement, and other appropriate factors, but are undiscounted with respect to interest. As a result, the sum of the
cash outflows shown for all years in the table of $75.03 billion exceeds the corresponding liability amounts of $55.71 billion
included in the Consolidated Statements of Financial Position as of December 31, 2004 for contractholder funds. The liability
amount in the Consolidated Statements of Financial Position reflects the discounting for interest as well as adjustments for the
timing of other factors as described above.

(8) The reserve for life-contingent contract benefits relates primarily to traditional life and immediate annuities with life
contingencies and reflects the present value of estimated cash payments to be made to policyholders and contracthoiders.
Immediate annuities with life contingencies include (i) contracts where we are currently making payments and will continue to
do so until the occurrence of a specific event such as death and (i) contracts where the timing of a portion of the payments
has been determined by the contract. Other contracts, such as traditional life and supplemental accident and health insurance,
involve payment obligations where the amount and timing of future payments is uncertain. For these contracts, (i) the Company
is not currently making payments and will not make payments until the occurrence of an insurable event, such as death or
illness, or (i) the occurrence of a payment triggering event, such as a surrender of a policy or contract, which is outside of the
control of the Company. We have estimated the timing of cash outflows related to these contracts based on historical
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experience and our expectation of future payment patterns. Uncertainties relating to these liabilities include mortality, morbidity,
expenses, customer lapse and withdrawal activity, and renewal premium for life policies, which may significantly impact both
the timing and amount of future payments. Such cash outflows reflect adjustments for the estimated timing of mortality,
retirement, and other appropriate factors, but are undiscounted with respect to interest. As a result, the sum of the cash
outflows shown for all years in the table of $28.21 billion exceeds the corresponding liability amounts of $11.75 billion included
in the Consolidated Statements of Financial Position as of December 31, 2004 for reserve for life-contingent contract benefits.
The liability amount in the Consolidated Statements of Financial Position reflects the discounting for interest as well as
adjustments for the timing of other factors as described above.

(4) Our payment obligations relating to long-term debt, capital lease obligations, operating leases, unconditional purchase
obligations and pension obligations are managed within the structure of our intermediate to long-term liquidity management
program.

(5) Pension obligations represent approved contributions to our pension plans.

(6) Reserve for property-liability insurance claims and claims expense are an estimate of amounts necessary to settle all
outstanding claims, including claims that have been incurred but not reported as of the balance sheet date. We have estimated
the timing of these payments based on our historical experience and our expectation of future payment patterns. However, the
timing of these payments may vary significantly from the amounts shown above, especially for those claims that have been
incurred but not reported. The reserve for property-liability insurance claims and claims expense includes loss reserves related
to asbestos and environmental claims as of December 31, 2004, of $2.43 billion and $281 million, respectively.

(7) Other liabilities primarily include accrued expenses and certain benefit obligations and claim payments and other checks
outstanding. Certain of these long-term liabilities are discounted with respect to interest, as a result the sum of the cash
outflows shown for all years in the table of $8.15 billion exceeds the corresponding liability amounts of $4.14 billion.

(8) Balance sheet liabilities not included in the table above include unearned and advance premiums of $10.68 billion and deferred
income taxes of $829 million. These items were excluded as they do not meet the definition of a contractual liability as we are
not contractually obligated to pay these amounts to third parties. Rather, they represent an accounting mechanism that allows
us to present our financial statements on an accrual basis of accounting. In addition, other liabilities of $1.08 billion were not
included in the table above because they did not represent a contractual obligation or the amount and timing of their eventual
payment was sufficiently uncertain.

Our contractual commitments as of December 31, 2004 and the payments due by period are shown
in the following table.

Less than QOver 5
(in millions) Total 1 year 1-3 years 4-5 years years
Other Commitments—Conditional® $ 166 $166 S - S - $—
Other Commitments—Unconditional® 844 54 466 305 E
Total Commitments $1,010 $220 $466 $305 §_9

(1) Represents investment commitments such as private placements and mortgage loans.

We have agreements in place for services we conduct, generally at cost, between subsidiaries
relating to insurance, reinsurance, loans and capitalization. All material inter-company transactions have
appropriately been eliminated in consolidation. Inter-company transactions among insurance subsidiaries
and affiliates have been approved by the appropriate departments of insurance as required.

ENTERPRISE RiISK MANAGEMENT

Risk management is primarily employed within the business unit where the risk resides. In addition,
we have a senior management advisory committee called the Enterprise Risk Council (“ERC"). Although
the work of the ERC is in the early stages, ultimately it will be responsible for assessing risks on an
integrated basis across subsidiaries and organizations.

Among the risks that the ERC will be assessing are catastrophe risk management techniques
employed by Allstate Protection; asset/liability management techniques primarily employed by Allstate
Financiai; and investment risk, including market risk, credit/counterparty risk, liquidity risk, operating risk
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and derivatives exposure limits employed by our Credit Risk Management Committee (“CRMC”") in our
investment organization. In addition to integrating these elements, other objectives of the ERC include:

® Assessing/evaluating risk capacity impacting multiple organizations
® Aligning risk appetites and strategy

® Linking enterprise growth, risk, and return

o |dentifying enterprise risk opportunity sets

& Rationalizing capital

We are utilizing for Allstate Protection an internally developed stochastic model as a significant
component in our determination of an appropriate level of economic capital needed, given a defined
tolerance for risk. Economic capital modeling capabilities enable us to more fully understand and optimize
risk/reward tradeoffs across the portfolio of businesses. The economic capital model accounts for the
unigue and specific nature and interaction of the risks inherent in our businesses, and also provides a
basis upon which capital may be allocated to each business unit. Future plans include adding to the
model similar economic capital evaluations with respect to the Allstate Financial business unit and our
investment operations so that there is a total enterprise perspective.

REGULATION AND LEGAL PROCEEDINGS

We are subject to extensive regulation and we are involved in various legal and regulatory actions, all
of which have an effect on specific aspects of our business. For a detailed discussion of the legal and
regulatory actions in which we are involved, see Note 13 of the consolidated financial statements.

PENDING ACCOUNTING STANDARDS

As of December 31, 2004, there are several pending and proposed accounting standards that we
have not implemented either because the standard has not been finalized or the implementation date has
not yet occurred. For a discussion of these pending and proposed standards, see Note 2 of the
consolidated financial statements.

The effect of implementing certain accounting standards on our financial results and financial
condition is often based in part on market conditions at the time of implementation of the standard and
other factors we are unable to determine prior to implementaticn. For this reason, we are sometimes
unable to estimate the effect of certain pending accounting standards until the relevant authoritative body
finalizes these standards or until we implement them.

FORWARD-LOOKING STATEMENTS AND RISK FACTORS

This document contains “forward-looking statements” that anticipate results based on our estimates,
assumptions and plans that are subject to uncertainty. These statements are made subject to the
safe-harbor provisions of the Private Securities Litigation Reform Act of 1995. We assume no obligation to
update any forward-looking statements as a result of new information or future events or developments.

These forward-looking statements do not relate strictly to historical or current facts and may be
identified by their use of words like “plans,” “seeks,” “expects,” “will,” “should,” “anticipates,” “estimates,
“intends,” “believes,” “likely,” “targets” and other words with similar meanings. These statements may
address, among other things, our strategy for growth, product development, reguiatory approvals, market
position, expenses, financial results, litigation and reserves. We believe that these statements are based
on reasonable estimates, assumptions and plans. However, if the estimates, assumptions or plans
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underlying the forward-looking statements prove inaccurate or if other risks or uncertainties arise, actual
results could differ materially from those communicated in these forward-looking statements. Factors
which could cause actual results to differ materially from those suggested by such forward-looking
statements include but are not limited to those discussed or identified in this document (including the
risks described below) and in our public filings with the SEC.

In addition to the normal risks of business, we are subject to significant risks and uncertainties,
including those listed below, which apply to us as an insurer and a provider of other financial services.

Risks Relating 2o the Property-Liability business

As a property and casualty insurer, we may face significant losses from catastrophes and severe
weather evernts

Because of the exposure of our property and casualty business to catastrophic events, our operating
results and financial condition may vary significantly from one period to the next. Catastrophes can be
caused by various natural and man-made disasters, including earthquakes, volcanoes, wildfires,
tornadces, hurricanes, tropical storms and terrorism. While we believe that our natural event catastrophe
management initiatives have reduced the potential magnitude of possible future natural event losses, we
continue to be exposed to catastrophes that could have a material adverse effect on operating results
and financial position. For example, in 2004 we incurred losses of $2.00 billion, net of recoveries from the
FHCEF, in connection with a series of four hurricanes (Charley, Frances, lvan and Jeanne) that struck
portions of Florida, the southeastern seaboard, and other parts of the United States. in addition, our
historical catastrophe experience includes losses relating to Hurricane Andrew in 1992, totaling
$2.3 billion, and to the Northridge earthquake of 1994, totaling $2.1 billion. We are also exposed to
assessmenis from the California Earthquake Autherity and various Florida state-created catastrophe loss
management facilities, and to losses that could surpass the capitalization of these facilities. Our liquidity
could be constrained by a catastrophe, or multiple catastrophes, which result in extraordinary losses or a
downgrade of our debt or financial strength ratings.

In addition, we are also subject to claims arising from weather events such as winter storms, rain,
hail and high winds. The incidence and severity of weather conditions are inherently unpredictable. There
is generally an increase in the frequency and severity of auto and homeowners claims when severe
weather conditions occur.

Unanticipated increases in the severity or frequency of claims may adversely affect our
profitability

Changes in the severity or frequency of claims may affect the profitability of our Alistate Protection
segment. Changes in bodily injury claim severity are driven primarily by inflation in the medical sector of
the economy. Changes in auto physical damage claim severity are driven primarily by inflation in auto
repair costs, auto parts prices and used car prices. Changes in homeowner’s claim severity are driven by
inflation in the construction industry, in building materials and in home furnishings and by other
economic and environmental factors. However, changes in the level of the severity of claims are not
limited to the effects of inflation in these various sectors of the economy. Increases in claim severity can
arise from unexpected events that are inherently difficult to predict. Examples of such events include a
decision in 2001 by the Georgia Supreme Court that diminished value coverage was included in auto
policies under Gecrgia law, and the emergence of mold-related homeowners losses in the state of Texas.
Although from time to time we pursue various loss management initiatives in the Allstate Protection
segment in order to mitigate future increases in claim severity, there can be no assurances that these
initiatives will successfully identify or reduce the effect of future increases in claim severity.
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Our Allstate Protection segment has experienced a decline in claim frequency. The industry has
experienced a similar decline. We believe that this decrease may be attributable to a combination of
several factors, including an increase in the level of policy deductibles chosen by policyholders, a
decrease in policyholder submission of claims for minor losses, and our implementation of improved
underwriting criteria. The favorable level of claim frequency we have experienced may not be sustainable
over the longer term. A significant increase in claim frequency could have an adverse effect on our
operating results and financial condition.

Actual claims incurred may exceed current reserves established for claims

Recorded claim reserves in the Property-Liability business are based on our best estimates of losses,
both reported and incurred but not reported, after considering known facts and circumstances, internal
factors including our experience with similar losses, historical trends invoiving claim payment patterns,
loss payments, pending levels of unpaid claims, loss management programs and product mix. In addition,
reserve estimates are influenced by external factors including changes in regulation, court decisions,
economic conditions and public attitudes. Because reserves are estimates of losses that have occurred,
including IBNR losses, the establishment of appropriate reserves, including reserves for catastrophes, is
an inherently uncertain and complex process. The ultimate cost of losses may vary materially from
recorded reserves and such variance may adversely affect our operating results and financial condition.

Predicting claim expense relating to ashestos and other environmental and discontinued lines is
inherently uncertain

The process of estimating asbestos, environmental and other discontinued lines liabilities is
complicated by complex legal issues concerning, among other things, the interpretation of various
insurance policy provisions and whether those losses are, or were ever intended to be, covered; the ability
of policyholders to file claims or add claimants to active claims; and whether losses couid be recoverable
through retrospectively determined premium, reinsurance or other contractual agreements. Asbestos-
related bankruptcies and other asbestos litigations are complex, lengthy proceedings that involve
substantial uncertainty for insurers. While we believe that improved actuarial techniques and databases
have assisted in estimating asbestos, environmental and other discontinued lines net loss reserves, these
refinements may subsequently prove to be inadequate indicators of the extent of probable loss.
Consequently, ultimate net losses from these discontinued lines could materially exceed established loss
reserves and expected recoveries, and have a material adverse effect on our liquidity, operating results
and financial position.

Regulation limiting rate increases and requiring us to underwrite business and participate in
loss sharing arrangements may decrease our profitability

From time to time, political events and positions affect the insurance market, including efforts to
suppress rates to a level that may not allow us to reach targeted levels of profitability. Moreover, because
Allstate Protection’s loss ratio currently compares favorabiy to that of the industry, state regulatory
authorities may resist or delay our efforts to raise rates in the future even if the property and casualty
industry generally is not experiencing regulatory resistance to rate increases. Such resistance affects our
ability in all product lines to obtain approval for rate changes that may be required to achieve targeted
levels of profitability and returns on equity. Additionally, homeowners premium growth rates and retention
could be adversely impacted by the need to adjust our business structure, size and underwriting practices
in Florida and other markets with significant catastrophe risk exposure.




In addition to regulating rates, certain states have enacted laws that require a property-liability
insurer conducting business in that state to participate in assigned risk plans, reinsurance facilities and
joint underwriting associations or require the insurer to offer coverage to all consumers, often restricting
an insurer’'s ability to charge the price it might otherwise charge. In these markets, we may be compelled
to underwrite significant amounts of business at lower than desired rates, possibly leading to an
unacceptable return on capital. Laws and regulations of many states also limit an insurer's ability to
withdraw from one or more lines of insurance in the state, except pursuant to a plan that is approved by
the state insurance department. Additionally, certain states require insurers to participate in guaranty
funds for impaired or insolvent insurance companies. These funds periodically assess losses against all
insurance companies deing business in the state. Our operating results and financial condition could be
adversely affected by any of these factors.

The potential benefits of implementing Tiered Pricing may not be fully realized

We believe that Tiered Pricing and underwriting (including SRM which, in some situations, considers
information that is obtained from credit reports among other factors) has allowed us to be more
competitive and operate more profitably. However, because some of our competitors have adopted
underwriting criteria and Tiered Pricing models similar to those we use and because other competitors
may follow suit, we may lose our competitive advantage. Further, the use of insurance scoring from
information that is obtained from credit reports as a factor in underwriting and pricing has at times been
challenged by regulators, legisiators, litigants and special interest groups in various states. Competitive
pressures could also force us to modify our Tiered Pricing model. Furthermore, because we have been
using Tiered Pricing only for the last several years, we cannot make assurances that Tiered Pricing models
will accurately reflect the level of losses that we will uitimately incur from the mix of new business
generated. Moreover, to the extent that competitive pressures limit our ability to attract new customers,
our expectation that the amount of business writien using Tiered Pricing will increase may not be
realized.

Alistate Protection may be adversely affected by the cyclical nature of the property and casualty
business

The property and casualty market is cyclical and has experienced periods characterized by relatively
high levels of price competition, less restrictive underwriting standards and relatively low premium rates,
followed by periods of relatively lower levels of competition, more selective underwriting standards and
relatively high premium rates. A downturn in the profitability cycle of the property and casualty business
could have a material adverse effect on our financial condition and results of operations.

Risks Relating o the Alistate Financial Segment
Changes in underwriting and actual experience could materially affect profitability

Our product pricing includes long-term assumptions regarding investment returns, mortality,
morbidity, persistency and operating costs and expenses of the business. Management establishes target
returns for each product based upon these factors and the average amount of regulatory and rating
agency capital that the company must hold to support in-force contracts. We monitor and manage our
pricing and overall sales mix to achieve target returns on a portfolio basis. Profitability from new business
emerges over a period of years depending on the nature and life of the product and is subject to
variability as actual results may differ from pricing assumptions.
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Our profitability in this segment depends on the adequacy of investment margins, the management
of market and credit risks associated with investments, our ability to maintain premiums and contract
charges at a level adequate to cover mortality and morbidity benefits, the adequacy of contract charges
on variable contracts to cover the costs of various product features, the persistency of policies to ensure
recovery of acquisition expenses, and the management of operating costs and expenses within
anticipated pricing allowances. Legislation and regulation of the insurance marketplace and products
could also affect our profitability.

Changes in reserve estimates may reduce profitability

Reserve for life-contingent contract benefits is computed on the basis of long-term actuarial
assumptions of future investment yields, mortality, morbidity, policy terminations and expenses. We
periodically review the adequacy of these reserves on an aggregate basis and if future experience differs
significantly from assumptions, adjustments to reserves may be required which could have a material
adverse effect on our operating resuits and financial condition.

Changes in market interest rates may lead to a significant decrease in the sales and profitability
of spread-based products

Our ability to manage the Allstate Financial investment margin for spread-based products is
dependent upon maintaining profitable spreads between investment yields and interest crediting rates. As
interest rates decrease or remain at low levels, proceeds from investments that have matured, prepaid or
sold may be reinvested at lower yields, reducing investment margin. Lowering interest crediting rates can
offset decreases in investment margin on some products. However, these changes could be limited by
market conditions, regulatory or contractual minimum rate guarantees on many contracts and may not
match the timing or magnitude of changes in asset yields. Decreases in the rates offered on products in
the financial segment could make those products less attractive, leading to lower sales and/or changes in
the level of surrenders and withdrawals for these products. increases in market interest rates can also
have negative effects on Alistate Financial, for example by increasing the attractiveness of other
investments, which can lead to higher surrenders at a time when the segment’s investment asset values
are Jower as a result of the increase in interest rates. For certain products, principally fixed annuity and
interest sensitive life products, the earned rate on assets could lag behind market yields. We may react to
market conditions by increasing crediting rates, which could narrow spreads. Unanticipated surrenders
could result in DAC unlocking or affect the recoverability of DAC and thereby increase expenses and
reduce profitability.

Declining equity markets may reduce both sales of products and income from contract charges
and may adversely affect operating results and financial condition

Conditions in the United States and international stock markets affect the sale and profitability of
Allstate Financial's variable annuities. In general, sales of variable annuities decrease when stock markets
are declining over an extended period of time. The effect of decreasing separate accounts balances
resulting from volatile equity markets, lower underlying fund performance or declining consumer
confidence could cause contract charges earned to decrease. In addition, it is possible that the
assumptions and projections we use to establish prices for GMDB, GMIB, GMAB and GMWB products,
particularly assumptions and projections about investment performance, do not accurately reflect the level
of costs that we will ultimately incur in providing those benefits, resulting in adverse margin trends. These
factors may resuft in accelerated DAC amortization and require increases in reserves, which would reduce
statutory capital and surplus and/or Allstate Financial's net income. Poor fund performance could also




result in higher partial withdrawals of account value which, for some contracts, do not reduce the GMDB
by a proportional amount.

Changes in estimates of profitability on interest-sensitive and variable products may have an
adverse effect on results through increased amortization of DAC

DAC related to interest-sensitive life, variable life and annuity and investment contracts is amortized
in proportion tc EGP over the estimated lives of the contracts. Assumptions underlying EGP, including
those relating to margins from mortality, investment margin, contract administration, surrender and other
contract charges, are updated from time to time in order to reflect actual and expected experience and its
potential effect on the valuation of DAC. Updates to these assumptions could result in DAC unlocking,
which in turn could adversely affect our operating results and financial condition.

A loss of key product distribution relationships could materially affect sales

Certain products in the Allstate Financial segment are distributed under agreements with other
members of the financial services industry that are not affiliated with us. Termination of one or more of
these agreements due to, for example, a change in control of one of these distributors, could have a
detrimental effect on the sales of Allstate Financial.

Changes in tax (aws may decrease sales and profitability of products

Under current federal and state income tax law, certain products (primarily life insurance and
annuities) we offer receive favorable tax treatment. This favorable treatment may give certain of our
products a competitive advantage over noninsurance products. Congress from time to time considers
legisiation that would reduce or eliminate the favorable policyholder tax treatment currently applicable to
life insurance and annuities. Congress also considers proposals to reduce the taxation of certain products
or investments that may compete with life insurance and annuities. Legislation that increases the taxation
on insurance products or reduces the taxation on competing products could lessen the advantage of
certain of our products as compared to competing products. Such proposals, if adopted, could have a
material adverse effect on our financial position or ability to sell such products and could result in the
surrender of some existing contracts and policies. In addition, changes in the federal estate tax laws have
negatively affected the demand for the types of life insurance used in estate planning.

Risks Relating to the Insurance Industry

Our future resuits are dependent in part on our ability to successfully operate in an insurance
industry that is highly competitive

The insurance industry is highly competitive. Our competitors include other insurers and, because
many of our products include a savings or investment component, securities firms, investment advisers,
mutual funds, banks and other financial institutions. Many of our competitors have well-established
national reputations and market similar insurance products. Because of the competitive nature of the
insurance industry, including competition for producers such as exclusive and independent agents, there
can be no assurance that we will continue to effectively compete with our industry rivals, or that
competitive pressure will not have a material adverse effect on our business, operating results or financial
condition. The ability of banks to affiliate with insurers may have a material adverse effect on all of our
product lines by substantially increasing the number, size and financial strength of potential competitors.
Furthermore, certain competitors operate using a mutual insurance company structure and therefore, may
have dissimilar profitability and return targets.
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We are subject to market risk and so changing interest rates and declines in credit quality may
have adverse effects

Because we have large investment portfolios, we are subject to market risk, the risk that we will
incur losses due to adverse changes in equity, interest, commodity or foreign currency exchange rates
and prices. Our primary market risk exposures are to changes in interest rates and equity prices and, to a
lesser degree, changes in foreign currency exchange rates. For additional information on market risk, see
the “Market Risk” section of MD&A.

A decline in market interest rates could have an adverse effect on our investment income as we
invest cash in new investments that may yield less than the portfolio’s average rate. In a declining
interest rate environment, borrowers may prepay or redeem securities we hold more quickly than
expected as they seek to refinance at lower rates. A decline could also cause the purchase of
longer-term assets in order to obtain adequate investment yields resulting in a duration gap when
campared to the duration of liabilities. An increase in market interest rates could have an adverse effect
on the value of our investment portfolio, for example, by decreasing the fair values of the fixed income
securities that comprise a substantial majority of our investment portfolio. Increases in interest rates also
may lead to an increase in policy loans, surrenders and withdrawals that generally would be funded at a
time when fair values of fixed income securities are lower. A decline in the quality of our investment
portfolio as a result of adverse economic conditions or otherwise could cause additional realized losses
on securities, including realized losses relating to derivative strategies not adequately addressing portfolio
risks. A declining market could also cause the investments in our pension plans to decrease below the
accumulated benefit obligation, resulting in additional pension liability and expense and increasing
required contributions to the pension plans.

Concentration of our investment portfolios in any particular segment of the economy may have
adverse effects

The concentration of our investment portfolios in any particular industry, group of related industries
or geographic sector could have an adverse effect on our investment portfolios and consequentiy on our
results of operations and financial position. Events or developments that have a negative impact on any
particular industry, group of related industries or geographic sector may have a greater adverse effect on
the investment portfolios to the extent that the portfalios are concentrated rather than diversified.

We may suffer losses from litigation

As is typical for a large company, we are involved in a substantial amount of litigation, including
class action litigation challenging a range of company practices. Our litigation exposure could have a
material adverse effect on our operating results and financial condition in a future period in the event of
an unexpected adverse outcome or if additional reserves are required to be established for such litigation.
For a description of our current legal proceedings, see Note 13 of the consolidated financial statements.

We are subject to extensive regulation and potential further restrictive regulation may increase
our operating costs and limit our growth

As insurance companies, broker-dealers, investment advisers and/or investment companies, many of
our subsidiaries are subject to extensive laws and regulations. These laws and regulations are complex
and subject to change. Moreover, they are administered and enfarced by a number of different
governmental authorities, including state insurance regulators, state securities administrators, the SEC, the
National Association of Securities Dealers, the U.S. Department of Justice, and state attorneys general,
each of which exercises a degree of interpretive latitude. Consequently, we are subject to the risk that




compliance with any particular regulator’s or enforcement authority’s interpretation of a legal issue may
not resutt in compliance with another regulator’s or enforcement authority’s interpretation of the same
issue, particularly when compliance is judged in hindsight. In addition, there is risk that any particular
regulater's or enforcement authority’s interpretation of a legal issue may change over time to our
detriment, or that changes in the overall legal environment may, even absent any particular regulator's or
enforcement authority’s interpretation of a legal issue changing, cause us to change our views regarding
the actions we need to take from a legal risk management perspective, thus necessitating changes to our
practices that may, in some cases, limit our ability to grow and improve the profitability of our business.
Furthermore, in some cases, these laws and regulations are designed to protect the interests of a specific
constituency rather than a range of constituencies. For example, state insurance laws and regulations are
generally intended to protect purchasers or users of insurance products, not holders of securities issued
by The Alistate Corporation. In many respects, these laws and regulations limit our ability to grow and
improve the profitability of our business.

In recent years, the state insurance regulatory framework has come under public scrutiny and
members of Congress have discussed proposals to provide for optional federal chartering of insurance
companies. We can make no assurances regarding the potential impact of state or federal measures that
may change the nature or scope of insurance regulation.

Reinsurance may be unavailable at historical levels and prices which may limit our ability to
write new Dusiness

Market conditions beyond our control determine the availability and cost of the reinsurance we
purchase. No assurances can be made that reinsurance will remain continuously available to us to the
same extent and ¢n the same terms and rates as are currently available. If we were unable to maintain
our current level of reinsurance or purchase new reinsurance protection in amounts that we consider
sufficient and at prices that we consider acceptable, we would have to either accept an increase in our
net liabitity exposure, reduce our insurance writings, or develop or seek other alternatives.

Reinsurance subjects us to the credit risk of our reinsurers and may not be adequate to protect
us against icsses arising from ceded insurance

The collectibility of reinsurance recoverables is subject to uncertainty arising from a number of
factors, including whether insured losses meet the qualifying conditions of the reinsurance contract and
whether reinsurers, or their affiliates, have the financial capacity and willingness to make payments under
the terms of a reinsurance treaty or contract. Our inability to collect a material recovery from a reinsurer
could have a material adverse effect on our operating results and financial condition.

The continued threat of terrorism and ongoing military actions may adversely affect the level of
claim iosses we incur and the value of our investment portfolio

The continued threat of terrorism, both within the United States and abroad, and ongoing military
and other actions and heightened security measures in response to these types of threats, may cause
significant volatility and declines in the equity markets and with interest rates in the United States,
Europe and elsewhere, and result in loss of life, property damage, additional disruptions to commerce and
reduced economic activity. Some of the assets in our investment portfolio may be adversely affected by
declines in the equity markets and reduced economic activity caused by the continued threat of terrorism.
We seek to mitigate the potential impact of terrorism on our commercial mortgage portfolio by limiting
geographical concentrations in key metropolitan areas and by requiring terrorism insurance to the extent
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that it is commercially available. Additionally, in the event that a terrorist act occurs, both Allstate
Protection and Allstate Financial may be adversely affected, depending on the nature of the event.

Any decrease in our financial strength ratings may have an adverse effect on our competitive
position

Financial strength ratings are important factors in establishing the competitive position of insurance
companies and generally have an effect on an insurance company’s business. On an ongoing basis,
rating agencies review the financial performance and condition of insurers and could downgrade or
change the outlook on an insurer’s ratings due to, for example, a change in an insurer’s statutory capital;
a change in a rating agency’'s determination of the amount of risk-adjusted capital required to maintain a
particular rating; an increase in the perceived risk of an insurer's investment portfolio; a reduced
confidence in management or a host of other considerations that may or may not be under the insurer's
control. The insurance financial strength ratings of both AIC and ALIC are A+, AA and Aa2 (from A.M.
Best, Standard & Poor's and Moody's, respectively). Several other affiliates have been assigned their own
financial strength ratings by one or more rating agencies. Because all of these ratings are subject to
continuous review, the retention of these ratings cannot be assured. A multiple level downgrade in any of
these ratings could have a material adverse effect on our sales, our competitiveness, and the
marketability of our product cfferings impacting our liquidity, operating results and financial condition.

Changes in accounting standards issued by the FASB or other standard-setting bodies may
adversely affect our financial statements

Our financial statements are subject to the application of GAAP, which is periodically revised and/or
expanded. Accordingly, we are required to adopt new or revised accounting standards from time to time
issued by recognized authoritative bodies, including the FASB. it is possible that future changes we are
required to adopt could change the current accounting treatment that we apply to our consolidated
financial statements and that such changes could have a material adverse effect on our results and
financial condition. For a description of potential changes in accounting standards that could affect us
currently, see Note 2 of the consolidated financial statements.

The ability of our subsidiaries to pay dividends may affect our liquidity and ability to meet our
debt service obligations

The Allstate Corporation is a holding company with no significant operations. The principal asset is
the stock of its subsidiaries. State insurance regulatory authorities limit the payment of dividends by
insurance subsidiaries, as described in Note 15 of the consolidated financial statements. In addition,
competitive pressures generzlly require the subsidiaries to maintain insurance financial strength ratings.
These restrictions and other regulatory requirements affect the ability of the subsidiaries to make dividend
payments. Limits on the ability of the subsidiaries to pay dividends could adversely affect our liquidity,
including our ability to pay dividends to shareholders and service our debt.

The occurrence of events unanticipated in our disaster recovery systems and management
continuity planning could impair our ability to conduct business effectively

In the event of a disaster such as a natural catastrophe, an industrial accident, a terrorist attack or
war, events unanticipated in our disaster recovery systems could have an adverse impact on our ability to
conduct business and on our results of operations and financial condition, particularly if those events
affect our computer-based data processing, transmission, storage and retrieval systems. In the event that
a significant number of our managers could be unavailable in the event of a disaster, our ability to
effectively conduct our business could be severely compromised.
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THE ALLSTATE CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS

{in millions except per share data)

Revenues

Property-liability insurance premiums (net of reinsurance ceded of $399,
$298, and $337) ' '

Life and annuity premiums and contract charges (net of reinsurance ceded
of 5608, $485, and $481)

Net investment income

Realized capital gains and losses

Costs and expenses

Property-liabiiity insurance claims and claims expense (net of reinsurance
recoveries of $1,599, $455, and $345)

Life and annuity contract benefits (net of reinsurance recoveries of $483,
$366, and $428)

Interest credited to contractholder funds

Amortization of deferred policy acquisition costs

Operating costs and expenses

Restructuring and related charges

Interest expense

(Loss) gain con disposition of operations

Income from operations before income tax expense, dividends on
preferred securities, and cumulative effect of change in
accounting principie, after-tax

Income tax expense

income before dividends on preferred securities and cumulative
effect of change in accounting principle, after-tax

Dividends on preferred securities of subsidiary trusts

Cumulative effect of change in accounting principle, after-tax
Net income

Earmings per share:
Net income per share—basic

Net income per share—diiuted
Weighted average shares—basic

Weighted average shares—diluted

See notes to consolidated financial statements.
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Year Ended December 31,

2004 2003 2002
$25989 $24,677 $23,361
2072 2,304 27293
5284 4,972 4,849
591 196 (924)
33936 32,049 29,579
17,843 17,432 17,657
1,618 1,851 1,770
2,001 1,846 1,764
4,465 4,058 3,694
3040 3,001 2761
51 74 119
308 275 278
29,326 28537 28,043
(24) @n 4
4586 3,571 1,540
1,230 846 65
335 2725 1,475
- (5) (0
(175) (15)  (331)
$3181 $2705 $ 1,134
S 457 $ 385 $ 160
S 454 $ 383 $ 160
6956 7035  707.
7003 7062  709.9
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THE ALLSTATE CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME

Year Ended December 31,

(in millions)
Net income

Other comprehensive (loss) income, after-tax

Changes in:

Unrealized net capital gains and losses

Unrealized foreign currency translation adjustments

" Minimum pension liability adjustment

Other comprehensive (loss) income, after-tax

Comprehensive income

See notes to consolidated financial statements.
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2004 2003 2002
$3,181 $2,705 $1,134
(137) 523 813
26 39 (6
(30) __ 461 (737)
(141) "1,023 70
$3,040 $3,728 $1,204




THE ALLSTATE CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF FINANCIAL POSITION

(in millions excent par vaiue data)
Assets
Investments
Fixed income securities, at fair value (amortized cost $90,657 and $82,607)
Equity securities, at fair value (cost $4,566 and $4,028)
Mortgage loans
Short-term
Other

Total investments

Cash

Premium instaliment receivables, net
Deferred policy acquisition costs
Reinsurance recoverables, net
Accrued investment income
Property and equipment, net
Goodwill

Other assets

Separate Accounts

Total assets

Liabilities

Reserve for property-liability insurance claims and claims expense
Reserve for life-contingent contract benefits
Contractholder funds

Unearned premiums

Claim payments outstanding

Other liabilities and accrued expenses
Deferred income taxes

Short-term debt

Long-term debt

Separate Accounts

Total liabilities

Commitments and Contingent Liabilities {Notes 5 and 13)

Sharehoiders’ Eguity

Preferred stock, $1 par value, 25 million shares authorized, none issued

Common stock, $.01 par value, 2.0 billion shares authorized and 900 million issued, 683 million
and 704 million shares outstanding

Additional capital paid-in

Retained income

Deferred compensation expense

Treasury stock, at cost (217 million and 196 million shares)

Accumulated other comprehensive income:
Unrealized net capital gains and losses
Unrealized foreign currency translation adjustments
Minimum pension liability adjustment

Total accumulated other comprehensive income
Total sharehciders’ eguity
Totai liabilities and shareholders’ equity

See notes to consolidated financial statements.
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December 31,

2004 2003
$ 95715 $ 87,741
5,895 5,288
7,856 6,539
4,133 1,815
1,931 1,698
115,530 103,081
414 366
4,721 4,386
4,968 4,842
4,323 3,121
1,014 1,068
1,018 1,046
825 929
2,535 1,878
14,377 13,425
$149,725 $134,142
$19,338 $ 17,714
11,754 11,020
55,709 47,071
9,932 9,187
787 698
9,842 8,283
829 1,103
43 3
5,291 5,073
14,377 13,425

127,802 113577 K&

@

oy

=
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- <
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9 s E

2,685 2,614 |
24,043 21,641
(157) (194)
(7,372) (6,261)
2,988 3,125
16 Qo)
(389) (359)
2,615 2,756
21,823 20,565
$149,725 $134,142
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THE ALLSTATE CORPORATION AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

December 31,

(in millions except per share data) 2004 2003 2002
Common stock S 9 S g S 9
Additional capital paid-in
Balance, beginning of year 2,614 2,599 2,599
Redemption of shareholder rights - 7) -
Equity incentive plans activity VAl 22 -
Balance, end of year 2,685 2,614 2,599
Retained income
Balance, beginning of year 21,641 19,584 19,044
Net income 3,181 2,705 1,134
Dividends ($1.12, $.92 and $.84 per share, respectively) (779) (648) (594)
Balance, end of year 24,043 21,641 19,584
Deferred compensation expense
Balance, beginning of year (194) (178) (193)
Restricted stock activity, net 22) (104) 27)
Amaortization and reductions 59 88 42
Balance, end of year (157) (194} (178}
Treasury stock
Balance, beginning of year (6,261} (6,309) (5,926)
Shares acquired 0,373) (153) (446)
Shares reissued under equity incentive plans, net 262 201 63
Balance, end of year (7.372) (6,261) (6,309)
Accumulated other comprehensive income
Balance, beginning of year 2,756 1,733 1,663
Change in unrealized net capital gains and losses 37 523 813
Change in unrealized foreign currency translation adjustments 26 39 ()
Change in minimum pension liability adjustment 30) 461 (737)
Balance, end of year 2,615 2,756 1,733
Total shareholders’ equity $21,823 $20,565 $17,438

See notes to consoclidated financial statements.




THE ALLSTATE CORPORATION AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
Year Ended December 31,

(in millicns) 2004 2003 2002
Cash flows from operating activities
Net income $ 3181 $ 2705 $ 1,134
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation, amortization and other non-cash items ) 3) (62)
Realized capital gains and losses {591) (196) 924
Loss (gain) on disposition of operations 24 41 @)
Cumulative effect of change in accounting principle 175 15 331
Interest credited to contractholder funds 2,001 1,846 1,764
Changes in:
Policy benefit and other insurance reserves 1,680 1,127 331
Unearned premiums 6814 546 617
Deferred policy acquisition costs (443) (414) (309)
Premium installment receivables (345) (284) ©9)
Reinsurance recoverables (1,052) (227) (190)
Income taxes payable 11 582 66
Other operating assets and liabilities 217 47) (85)
Net cash provided by operating activities 5,468 5,691 4,418

Cash flows from investing activities
Proceeds from sales

Fixed income securities 19,839 20,298 17,700
Equity securities 4,580 2,700 3,892
Investment collections
Fixed income securities 5,904 6,652 5,447
Mortgage loans 772 733 603
Investment purchases
Fixed income securities (33,720) (35,627) (31,553)
Equity securities (4,659) (3.351) (3,138)
Mortgage loans (2,108) (1,175) ©27)
Change in short-term investments, net (1,098) 419 (440)
Change in other investments, net (35) 56 (348) .g
Purchases of property and equipment, net (200) (169) (239) g
Net cash used in investing activities (10723)  (9.464)  (9,003) [
w
Cash flows (rom financing activities I
Change in short-term debt, net 40 (2786) 52 B
Proceeds from issuance of long-term debt 647 410 599 E
Repayment of long-term debt (19) (332) 338) km
Contractholder fund deposits 13,616 10,373 9,484
Contractholder fund withdrawals (7,088) (5.794) (4,036)
Dividends paid (756) (633) (582)
Treasury stock purchases (1,373} (153) (4486)
Other 236 82 51
Net cash provided by financing activities 5,303 3,677 4,784
Net increase (decrease) in cash 48 ©6) 199
Cash at beginning of year 366 462 263
Cash at end of year $ 414 § 366 S 462

See notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. General
Basis of presentation

The accampanying consolidated financial statements include the accounts of The Allstate
Corporation and its wholly owned subsidiaries, primarily Allstate Insurance Company ("AIC™), a property-
liability insurance company with various property-liability and life and investment subsidiaries, including
Alistate Life Insurance Company ("ALIC”) (collectively referred to as the “Company” or “Allstate”). These
consolidated financial statements have been prepared in conformity with accounting principles generally
accepted in the United States of America (“GAAP”). All significant intercompany accounts and
transactions have been eliminated.

To conform to the 2004 presentation, certain amounts in the prior years’ consolidated financial
statements and notes have been reclassified.

The preparation of financial statements in conformity with GAAP requires management to make
estimates and assumptions that affect the amounts reported in the consolidated financial statements and
accompanying notes. Actual results could differ from those estimates.

Nature of operations

Allstate is engaged, principaily in the United States, in the property-liability insurance, life insurance,
retirement and investment product business. Allstate’s primary business is the sale of private passenger
auto and homeowner’s insurance. The Company also sells several other personal property and casualty
insurance products, life insurance, annuities, funding agreements, and select commercial property and
casualty coverages. Allstate primarily distributes its products through exclusive agencies and financial
specialists and independent agencies.

The Allstate Protection segment principally sells private passenger auto and homeowner's insurance,
with earned premiums accounting for approximately 77% of Alistate’s 2004 consolidated revenues.
Allstate was the country’s second largest insurer for both private passenger auto and homeowners
insurance in 2004. Allstate Protection, through several companies, is authorized to sell certain property-
liability products in all 50 states, the District of Columbia and Puerto Rico. The Company is also
authorized to sell certain insurance products in Canada. For 2004, the top geographic locations for
premiums earned by the Allstate Protection segment were Texas, California, New York and Florida. No
other jurisdiction accounted fof more than 5% of premiums earned for Alistate Protection.

Allstate has exposure to catastrophes, an inherent risk of the property-liability insurance business,
which have contributed to, and will continue to contribute to, material year-to-year fluctuations in the
Company’s results of operations and financial position (see Note 7). The Company also has expasure to
environmental and asbestos claims and other discontinued lines exposures (see Note 13).

The Allstate Financial segment sells life insurance, retirement and investment products to individual
and institutional customers through several distribution channels. The principal individual products are
deferred and immediate fixed annuities, variable annuities, interest-sensitive and traditional life insurance,
and supplemental accident and health insurance. The principal institutional product is funding
agreements backing medium-term notes.

Allstate Financial, through several companies, is authorized to sell life insurance and retirement
products in all 50 states, the District of Columbia, Puerto Rico, the U.S. Virgin Isiands and Guam. For
2004, the top geographic locations for statutory premiums and annuity considerations for the Allstate
Financial segment were Delaware, New York, California and Florida. No other jurisdiction accounted for
more than 5% of statutory premiums and annuity considerations for Alistate Financial. Allstate Financial
distributes its products to individuals through multiple intermediary distribution channels, including
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Allstate Exclusive Agencies, independent agents, banks, broker-dealers, and specialized structured
settlement brokers. Alistate Financial has distribution relationships with over half of the 75 largest banks,
most of the national broker-dealers, a number of regional brokerage firms and many independent broker-
dealers. Alistate Financial sells products through independent agents affiliated with master brokerage
agencies. Independent workplace enrolling agents and Allstate Exclusive Agencies also sell Alistate
Financial's supplemental accident and health insurance products to employees of small and medium size
firms. Allstate Financial sells funding agreements to unaffiliated trusts used to back medium-term notes
issued to instituticnal and individual investors. Banking products and services are sold through the
Alistate Bank. Aithough the Company currently benefits from agreements with financial services entities
that market and distribute its products, change in control of these non-affiliated entities could negatively
impact Allstate Financial's sales.

The Company monitors econamic and regulatory developments that have the potential to impact its
business. The ability of banks to affiliate with insurers may have a material adverse effect on all of the
Company’s product lines by substantially increasing the number, size and financial strength of potential
competitors. Furthermore, federal and state laws and regulations affect the taxation of insurance
companies and life insurance and annuity products. Congress and various state legislatures have
considered propoesals that, if enacted, could impose a greater tax burden on the Company or could have
an adverse impact on the tax treatment of some insurance products offered by the Company, including
favorabie policyholder tax treatment currently applicable to life insurance and annuities. Legislation that
reduced the federal income tax rates applicable to certain dividends and capital gains realized by
individuals, or other proposals, if adopted, that reduce the taxation, or permit the establishment, of certain
products or investments that may compete with life insurance or annuities could have an adverse effect
on the Company’s financial position or ability to sell such products and could result in the surrender of
some existing contracts and policies. In addition, changes in the federal estate tax laws have negatively
affected the demand for the types of life insurance used in estate planning.

2. Summary of Significant Accounting Policies
Investments

Fixed income securities include bonds, mortgage-backed and asset-backed securities, and
redeemable preferred stocks. Fixed income securities are carried at fair value and may be sold prior to
their contractual maturity (“available for sale”). The fair value of publicly traded fixed income securities is
based upon independent market quotations. The fair value of non-publicly traded securities is based on
either widely accepted pricing valuation models which use internally developed ratings and independent
third party data (e.g., term structures and current publicly traded band prices) as inputs or independent
third party pricing sources. The valuation models use indicative information such as ratings, industry,
coupon, and maturity along with related third party data and publicly traded bond prices to determine
security specific spreads. These spreads are then adjusted for illiquidity based on historical analysis and
broker surveys. Periodic changes in fair values, net of deferred income taxes, certain life and annuity
deferred policy acquisition costs, certain deferred sales inducement costs, and certain reserves for
life-contingant contract benefits, are reflected as a component of other comprehensive income. Cash
received from calls, principal payments and make-whole payments is reflected as a component of
proceeds from sales. Cash received from maturities and pay-downs is reflected as a component of
investment collections.

Equity securities include common and non-redeemable preferred stocks, real estate investment trust
equity investments, and limited partnership interests. Common and non-redeemable preferred stocks and
real estate investment trust equity investments are classified as available for sale and are carried at fair
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

value. The difference between cost and fair value, net of deferred income taxes, is reflected as a
component of accumulated cther comprehensive income. Investments in limited partnership interests are
accounted for in accordance with the equity method of accounting except for instances in which the
Company’s interest is so minor that it exercises virtually no influence over operating and financia! policies,
in which case, the Company applies the cost method of accounting.

Mortgage loans are carried at outstanding principal balances, net of unamortized premium or
discount and valuation allowances. Valuation allowances are established for impaired loans when it is
probable that contractual principal and interest will not be collected. Valuation allowances for impaired
loans reduce the carrying value to the fair value of the collateral or the present value of the loan’s
expected future repayment cash flows discounted at the loan’s original effective interest rate.

Short-term investments are carried at cost or amortized cost that approximates fair value, and
include the reinvestment of collateral received in connection with certain securities included in
repurchase, resale and lending activities and collateral posted by counterparties in derivative transactions.
For these transactions, the Company records an offsetting liability in other liabilities and accrued
expenses for the Company’s obligation to repay the collateral. Other investments, which consist primarily
of policy loans, are carried at the unpaid principal balances.

Investment income consists primarily of interest and dividends, net investment income fram
partnership interests and income from certain derivative transactions. Interest is recognized on an accrual
basis and dividends are recorded at the ex-dividend date. interest income on mortgage-backed and
asset-backed securities is determined using the effective yield method, based on estimated principal
repayments. interest income on certain beneficial interests in securitized financial assets is determined
using the prospective yield method, based upon projections of expected future cash flows. Income fram
investments in partnership interests, accounted for on the cost basis, is recognized upon receipt of
amounts distributed by the partnerships as income. Accrual of income is suspended for fixed income
securities and mortgage loans that are in default or when the receipt of interest payments is in doubt.

Realized capital gains and losses include gains and losses on investment dispositions, write-downs in
value due to other than temporary declines in fair value and changes in the fair value of certain
derivatives including related periodic and final settiements. Realized capital gains and losses on
investment dispositions are determined on a specific identification basis.

The Company writes down, to fair value, fixed income and equity securities that are classified as
other than temporarily impaired in the period the security is deemed to be other than temporarily
impaired (see Note 5).

Derivative and embedded derivative financial instruments

Derivative financial instruments include swaps, futures, options, interest rate caps and floors,
warrants, certain forward contracts for purchases of to-be-announced (“TBA") mortgage securities,
certain investment risk transfer reinsurance agreements, forward sale commitments and certain bond
forward purchase commitments, mortgage funding commitments and mortgage forward sale
commitments. Derivatives that are required to be separated from the host instrument and accounted for
as derivative financial instruments (“subject to bifurcation”) are embedded in convertible and other fixed
income securities, equity-indexed life and annuity contracts, certain variable life and annuity contracts
and trust preferred securities issued (see Note 6).

All derivatives are accounted for on a fair value basis and reported as other investments, other
assets, other liabilities and accrued expenses or contractholder funds. Embedded derivative instruments
subject to bifurcation are also accounted for on a fair value basis and are reported together with the host
contract. The change in the fair value of derivatives embedded in assets and subject to bifurcation is
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reported in realized capital gains and losses. The change in the fair value of derivatives embedded in
fiabilities and subject to bifurcation is reported in life and annuity contract benefits or realized capital
gains and iosses.

When derivatives meet specific criteria, they may be designated as accounting hedges and
accounted for as fair value, cash flow, foreign currency fair value or foreign currency cash flow hedges.
The hedged item may be either all or a specific portion of a recognized asset, liability or an unrecognized
firm commitment attributable to a particular risk. At the inception of the hedge, the Company formally
documents the hedging relationship and risk management objective and strategy. The documentation
identifies the hedging instrument, the hedged item, the nature of the risk being hedged and the
methodology used to assess how effective the hedging instrument is in offsetting the exposure to
changes in the hedged item’s fair value atiributable to the hedged risk, or in the case of a cash flow
hedge, the exposure to changes in the hedged item's or transaction’s variability in cash flows attributable
to the hedged risk. The Company does not exclude any component of the change in fair value of the
hedging instrument from the effectiveness assessment. At each reporting date, the Company confirms
that the hedging instrument continues to be highly effective in offsetting the hedged risk. Ineffectiveness
in fair value hedges and cash flow hedges is reported in realized capital gains and losses. For the years
ended December 31, 2004, 2003 and 2002, the hedge ineffectiveness reported as realized capital gains
and losses amounted to losses of $1 million, gains of $9 million and losses of $15 million, respectively.

Fair value hedges  The Company designates certain of its interest rate and foreign currency swap
contracts and certain investment risk transfer reinsurance agreements as fair value hedges when the
hedging instrument is highly effective in offsetting the risk of changes in the fair value of the hedged
item.

For hedging instruments used in fair value hedges, when the hedged items are investment assets or
a portion thereof, the change in the fair value of the derivatives is reported in net investment income,
together with the change in the fair value of the hedged items. The change in the fair value of hedging
instruments used in fair value hedges of contractholder funds liabilities or a portion thereof are reported
in life and annuity contract benefits, together with the change in the fair value of the hedged item.
Accrued periodic settlements on swaps are reported together with the changes in fair value of the swaps
in net investment income, life and annuity contract benefits or interest expense. The book value of the
hedged asset or liability is adjusted for the change in the fair value of the hedged risk.

Cash flow hedges The Company designates certain of its foreign currency swap contracts and
bond forward commitments as cash flow hedges when the hedging instrument is highly effective in
offsetting the exposure of variations in cash flows for the hedged risk that could affect net income. The
Company's cash flow exposure may be associated with an existing asset, liability, or a forecasted
transaction. Anticipated transactions must be probable of occurrence and their significant terms and
specific characteristics must be identified.

For hedging instruments used in cash flow hedges, the changes in fair value of the derivatives are
reported in accumulated other comprehensive income as unrealized net capital gains and losses.
Amounts are reclassified to net investment income or realized capital gains and losses as the hedged
transaction affects net income or when the forecasted transaction affects net income. Accrued periodic
settlements on derivatives used in cash flow hedges are reported in net investment income. The amount
reported in accumulated other comprehensive income for a hedged transaction is limited to the lesser of
the cumulative gain or loss on the derivative less the amount reclassified to net income; or the cumulative
gain or loss on the derivative needed to offset the cumuiative change in the expected future cash flows
on the hedged transaction from inception of the hedge less the derivative gain or loss previously
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reclassified from accumulated other comprehensive income to net income. If the Company expects at any
time that the loss reported in accumulated other comprehensive income would lead to a net loss on the
combination of the hedging instrument and the hedged transaction which may not be recoverable, a loss
is recognized immediately in realized capital gains and losses. If an impairment loss is recognized on an
asset or an additional obligation is incurred on a liability involved in a hedge transaction, any offsetting
gain in accumulated other comprehensive income is reclassified and reported together with the
impairment loss or recognition of the obligation.

Termination of hedge accounting  If, subsequent to entering into a hedge transaction, the derivative
becomes ineffective (including if the hedged item is sold or otherwise extinguished, the occurrence of a
hedged forecasted transaction is no longer probable, or the hedged asset becomes impaired), the
Company may terminate the derivative position. The Company may also terminate derivative instruments
or redesignate them as non-hedge as a result of other events or circumstances. If the derivative financial
instrument is not terminated when a fair value hedge is no longer effective, the future gains and losses
recognized on the derivative are reported in realized capital gains and losses. When a fair value hedge is
no longer effective, is redesignated as a non-hedge, or when the derivative has been terminated, the gain
or loss recognized on the item being hedged and used to adjust the book value of the asset, liability or
portion thereof is amortized over the remaining life of the hedged item to net investment income or life
and annuity contract benefits, beginning in the period that hedge accounting is no longer applied. If the
hedged item of a fair value hedge is an asset, which has become impaired, the adjustment made to the
book value of the asset is subject to the accounting policies applied to impaired assets. When a derivative
financial instrument used in a cash flow hedge of an existing asset or liability is no longer effective or is
terminated, the gain or loss recognized on the derivative is reclassified from accumulated other
comprehensive income to net income as the hedged risk impacts net income, beginning in the period
hedge accounting is no longer applied or the derivative instrument is terminated. If the derivative financial
instrument is not terminated when a cash flow hedge is no longer effective, the future gains and losses
recognized on the derivative are reported in realized capital gains and losses. When a derivative financial
instrument used in a cash flow hedge of a forecasted transaction is terminated because the forecasted
transaction is no longer probable the gain or loss recognized on the derivative is immediately reclassified
from accumulated other comprehensive income to realized capital gains and losses in the period that
hedge accounting is no longer applied. If the cash flow hedge is no longer effective, the gain or loss
recognized on the derivative is reclassified from accumulated other comprehensive income to net income
as the remaining hedged item affects net income.

Non-hedge derivative financial instruments  The Company also has certain derivatives that are used
in interest rate, equity price and credit risk management strategies for which hedge accounting is not
applied. These derivatives primarily consist of indexed instruments, certain interest rate swap agreements
and financial futures contracts, interest rate cap and floor agreements, certain forward contracts for TBA
mortgage securities and credit default swaps. Based upon the type of derivative instrument and strategy,
the income statement effects of these derivatives are reported in a single line item, with the resulits of the
associated risk. Therefore, the derivatives’ fair value gains and losses and accrued periodic settlements
are recognized together in one of the following during the reporting period: net investment income,
realized capital gains and losses, operating costs and expenses or life and annuity contract benefits.

The Company also uses derivatives to replicate returns of fixed income securities that are either
unavailable or more expensive in the cash market. These replicated securities are comprised of a credit
default swap and a highly rated fixed income security that when combined replicate a third security.
Premiums on credit default swaps over the life of the contract and changes in fair value are recorded in
realized capital gains and losses.

98




Security repurchase and resale and securities ioaned

Securities purchased under agreements to resell and securities sold under agreements to
repurchase, including a mortgage dollar roll program, are treated as financing arrangements and the
related obligations to return the collateral are carried at the amounts at which the securities will be
subsequently resold or reacquired, including accrued interest, as specified in the respective agreements.
The Company’s policy is to take possession or control of securities purchased under agreements to resell.
Assets to be repurchased are the same, or substantially the same, as the assets transferred and the
transferor, through the right of substitution, maintains the right and ability to redeem the coflateral on
short notice. The market value of securities to be repurchased or resold is monitored, and additional
collateral is obtained, where appropriate, to protect against credit exposure.

Securities loaned are treated as financing arrangements and the collateral received is recorded in
short-term investments, fixed income securities and other liabilities and accrued expenses. The Company
obtains cotlateral in an amount equal to 102% and 105% of the fair value of domestic and foreign
securities, respectively. The Company monitors the market value of securities loaned on a daily basis and
obtains additicnal collateral as necessary. Substantially all of the Company’s securities loaned are placed
with large brokerage firms.

Security repurchase and resale agreements and securities lending transactions are used to generate
net investment income. The cash received from repurchase and resale agreements also provides a source
of liquidity. Thase instruments are short-term in nature (usually 30 days or less) and are collateralized
principally by Corporate, U.S. Government and mortgage-backed securities. The carrying values of these
instruments approximate fair value because of their relatively short-term nature.

Recognition cf premium revenues and contract charges, and related benefits and interest
credited

Property-liability premiums are deferred and earned on a pro-rata basis over the terms of the
policies. The portion of premiums written applicable to the unexpired terms of the policies is recorded as
unearned premiums. Premium installment receivables, net, include premiums written and not yet
collected. The Company regularly evaluates premium instaliment receivables and establishes valuation
allowances as appropriate. The valuation allowance far uncoliectible premium installment receivables was
$48 million and $44 million at December 31, 2004 and 2003, respectively.

Traditional life insurance products consist principally of products with fixed and guaranteed
premiums and benefits, primarily term and whole life insurance products. Premiums from these products
are recognized as revenue when due. Benefits are recognized in relation to such revenue so as to result

in the recognition of profits over the life of the policy and are reflected in life and annuity contract
benefits.

Immediate annuities with life contingencies, including certain structured settlement annuities, provide
insurance protection over a period that extends beyond the period during which premiums are coilected.
Premiums from these products are recognized as revenue when due, at the inception of the contract.
Benefits and expenses are recognized in relation to such revenue such that profits are recognized over
the lives of the contracts.

Interest-sensitive life contracts, such as universal life and single premium life, are insurance
contracts whose terms are not fixed and guaranteed. The terms that may be changed include premiums
paid by the contractholder, interest credited to the contractholder account balance and any amounts
assessed against the contractholder account balance. Premiums from these contracts are reported as
contractholder fund deposits. Contract charges consist of fees assessed against the contractholder
account balance for cost of insurance (mortality risk), contract administration and early surrender. These
revenues are recognized when assessed against the contractholder account balance. Life and annuity
contract benefits include life-contingent benefit payments in excess of the contractholder account
balance.
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Contracts that do not subject the Company to significant risk arising from mortality or morbidity are
referred to as investment contracts. Fixed annuities, including market value adjusted annuities, equity-
indexed annuities and immediate annuities without life contingencies, funding agreements (primarily
backing medium-term notes) and certain guaranteed investment contracts (‘GICs") are considered
investment contracts. Deposits received for such contracts are reported as contractholder fund depasits.
Contract charges for investment contracts consist of fees assessed against the contractholder account
balance for maintenance, administration, and surrender of the contract prior to contractually specified
dates, and are recognized when assessed against the contractholder account balance.

Interest credited to contractholder funds represents interest accrued or paid on interest-sensitive life
contracts and investment contracts. Crediting rates for certain fixed annuities and interest-sensitive life
contracts are adjusted periodically by the Company to reflect current market conditions subject to
contractually guaranteed minimum rates. Crediting rates for indexed annuities and indexed funding
agreements are based on a specified index, such as LIBOR, or an equity index, such as the S&P 500.
Pursuant to the adoption of Statement of Position No. 03-1, “Accounting and Reporting by Insurance
Enterprises for Certain Nontraditional Long-Duration Contracts and for Separate Accounts” (“SOP 03-1")
in 2004, interest credited also includes amortization of deferred sales inducement (‘DSI”) expenses. DSI
is amortized into interest credited using the same method used for deferred policy acquisition costs.

Separate account products include variable annuities and variable life insurance contracts. The assets
supporting these products are legally segregated and available only to settle separate account contract
obligations. Deposits received are reported as separate accounts liabilities. Contract charges for these
products consist of fees assessed against the contractholder account values far contract maintenance,
administration, mortality, expense and early surrender. Contract benefits incurred include guaranteed
minimum death, income and accumulation benefits incurred on variable annuity and life insurance
contracts.

Deferred policy acquisition and sales inducement costs

Costs that vary with and are primarily related to acquiring property-liability insurance, life insurance
and investment contracts are deferred and recorded as deferred policy acquisition costs (“DAC"). These
costs are principally agents’ and brokers’ remuneration, premium taxes, inspection costs, certain
underwriting costs and direct mail solicitation expenses. DSI costs related to sales inducements offered
on sales to new customers, principally on investment contracts and primarily in the form of additional
credits to the customer’s account value or enhancements to interest credited for a specified period, which
are beyond amounts currently being credited to existing contracts, are deferred and recorded as other
assets. All other acquisition costs are expensed as incurred and included in operating costs and expenses
on the Consolidated Statements of Operations. DAC associated with property-liability insurance is
amortized to income as premiums are earned, and is included in amortization of deferred policy
acquisition costs on the Consolidated Statements of Operations. Future investment income is considered
in determining the recoverability of DAC. DAC associated with life insurance and investment contracts is
amortized to income and included in amortization of deferred policy acquisition costs on the Consolidated
Statements of Operations. DS! is amortized to income using the same methodology and assumptions as
DAC and is included in interest credited to contractholder funds on the Consolidated Statements of
Operations. DAC and DSI associated with life insurance and investment contracts is periodically reviewed
for recoverability and written down when necessary.

For traditional life insurance and other premium paying contracts, DAC is amortized in proportion to
the estimated revenues on such business. Assumptions used in amortization of DAC and reserve
calculations are determined based upon conditions as of the date of policy issue and are generally not
revised during the life of the policy. Any deviations from projected business in force, resulting from actual
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policy terminations differing from expected levels, and any estimated premium deficiencies change the
rate of amortization in the period such events occur. Generally, the amortization period for these contracts
approximates the estimated lives of the policies. ‘

For internal exchanges of traditional life insurance, the unamortized balance of costs previously
deferred under the original contracts are charged to income. The new costs associated with the exchange
are deferred and amortized to income.

For interest-sensitive life, variable annuities and investment contracts, DAC and DSI are amortized in
proportion to the incidence of the present value of estimated gross profits (‘EGP”) on such business over
the estimated lives of the contracts. Generally, the amortization period ranges from 15-30 years; however,
estimates of customer surrender rates result in the majority of deferred costs being amortized over the
surrender charge period. The rate of amortization during this term is matched to the pattern of EGP. EGP
consists of estimates of the following components: benefit margins, primarily from mortality, including
guaranteed minimum death, income, and accumulation benefits; investment margin including realized
capital gains and losses; and contract administration, surrender and other contract charges, less
maintenance expenses.

DAC and DSI amortization for variable annuity and life contracts is estimated using stochastic
modeling and is significantly impacted by the return on the underlying funds. The Company’s long-term
expectation of separate accounts fund performance net of fees was approximately 8%. Whenever actual
separate accounts fund performance based on the two most recent years varies from the 8% expectation,
the Company projects performance levels over the next five years such that the mean return over that
seven year period equals the long-term 8% expectation. This approach is commonly referred to as
“reversion to the mean” and is commonly used by the life insurance industry as an appropriate method
for amortizing variable annuity and life DAC and DSI. In applying the reversion to the mean process, the
Company does not allow the future mean rates of return after fees projected over the five-year period to
exceed 12.75% or fall below 0%. The Company periodically evaluates the results of utilization of this
process to confirm that it is reasonably possible that variable annuity and life fund performance wili revert
to the expected long-term mean within this time horizon.

Changes in the amount or timing of EGP result in adjustments to the cumulative amortization of DAC
and DSI. All such adjustments are reflected in the current results of operations.

The Company performs quarterly reviews of DAC and DSI recoverability for interest-sensitive life,
variable annuities and investment contracts in the aggregate using current assumptions. If a change in
the amount of EGP is significant, it could result in the unamortized DAC and DSi not being recoverable,
resulting in 2 charge which is included as a component of amortization of deferred policy acquisition
costs or interest credited to contractholder funds, respectively, on the Consolidated Statements of
Operations.

The cost assigned tc the right to receive future cash flows from certain business purchased from
other insurers is also classified as deferred policy acquisition costs in the Consolidated Statements of
Financial Position. The costs capitalized represent the present value of future profits expected to be
earned over the life of the contracts acquired. These costs are amortized as profits emerge over the life
of the acquired business and are periodically evaluated for recoverability. Present value of future profits
was $175 miilion and $182 million at December 31, 2004 and 2003, respectively. Amortization expense on
present value of future profits was $19 million, $55 million and $49 million for the years ended
December 31, 2004, 2003 and 2002, respectively.
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Reinsurance recoverables

In the normal course of business, the Company seeks to limit aggregate and single exposure to
losses on large risks by purchasing reinsurance from reinsurers (see Note 9). The amounts reported in
the Consolidated Statements of Financial Position include amounts billed to reinsurers on losses paid as
well as estimates of amounts expected to be recovered from reinsurers on incurred losses that have not
yet been paid. Reinsurance recoverables on unpaid losses are estimated based upon assumptions
consistent with those used in establishing the liabilities related to the underlying reinsured contract.
Insurance liabilities are reported gross of reinsurance recoverables. Prepaid reinsurance premiums are
deferred and reflected in income in a manner consistent with the recognition of premiums on the
reinsured contracts. Reinsurance does not extinguish the Company’s primary liability under the policies
written. Therefore, the Company regularly evaluates the financial condition of the reinsurers including
their activities with respect to claim settlement practices and commutations, and establishes allowances
for uncollectible reinsurance recoverables as appropriate.

Goodwill

Goodwill represents the excess of amounts paid for acquiring businesses over the fair value of the
net assets acquired. The Company adopted the provisions of Statement of Financial Accounting Standard
("SFAS") No. 142, “Goodwill and other Intangible Assets”, effective January 1, 2002. The statement
eliminates the requirement to amortize goodwill and requires that goodwill and separately identified
intangible assets with indefinite lives be evaluated for impairment on an annual basis (or more frequently
if impairment indicators arise) on a fair value basis.

During the second quarter of 2002, the Company completed its initial goodwill impairment test and
recorded a $331 million after-tax impairment charge, which is reflected as a cumulative effect of a change
in accounting principle on the Consolidated Statements of Operations. The impairment relates to goodwill
arising from the Company’s purchase of American Heritage Life Investment Corporation ("AHL™} in 1999
and Pembridge, Inc. in 1998 and is the result of the Company adopting the fair value-based approach to
goodwill impairment testing required by SFAS No. 142.

The Company annually tests goodwill for impairment using a trading multiple analysis, which is a
widely accepted valuation technique, to estimate the fair value of its SFAS No. 142 reporting units. Based
on the Company’s decision to sell two life insurance companies for their licenses, the Company
recognized an aggregate goodwill and other intangible assets impairment loss of $4 million ($2 million
after-tax) in 2004. In 2004, the Company also determined that approximately $100 mitlion of certain
Encompass related liabilities originally established through purchase accounting were no longer necessary
and, as a result, were eliminated through a reduction of the related goodwill.

Goodwill impairment testing indicated no impairment at December 31, 2003.

Property and equipment

Property and equipment is carried at cost less accumulated depreciation. Included in property and
equipment are capitalized costs related to computer software licenses and software developed for internal
use. These costs generally consist of certain external payroll and payroli related costs. Property and
equipment depreciation is calculated using the straight-line method over the estimated useful lives of the
assets, generally 3 to 10 years for equipment and 40 years for real property. Certain facilities and
equipment held under capital and synthetic leases are classified as property and equipment and
amortized using the straight-line method over the lease terms with the related obligations recorded as
liabilities. Depreciation expense, including lease amortization, is reported in operating costs and expenses.
Accumulated depreciation on property and equipment was $1.52 billion and $1.37 billion at December 31,
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2004 and 2003, respectively. Depreciation expense on property and equipment was $219 million,

$225 million and $205 million for the years ended December 31, 2004, 2003 and 2002, respectively. The
Company reviews its property and equipment for impairment at least annually and whenever events or
changes in circumstances indicate that the carrving amount may not be recoverable.

Income taxes

The income tax provision is calculated under the liability method. Deferred tax assets and liabilities
are recorded based on the difference between the financial statement and tax bases of assets and
liabilities at the enacted tax rates. The principal assets and liabilities giving rise to such differences are
unrealized capital gains and losses on certain investments, insurance reserves, unearned premiums,
deferred policy acquisition costs and employee benefits. A deferred tax asset valuation allowance is
established when there is uncertainty that such assets would be realized.

Reserves for property liability insurance claims and claims expense and life-contingent contract
benefits

The reserve for property-liability claims and claims expense is the estimated amount necessary to
settle both reported and unreported claims of insured property-liability losses, based upon the facts in
each case and the Company’s experience with similar cases. Estimated amounts of salvage and
subrogation are deducted from the reserve for claims and claims expense. The establishment of
appropriate reserves, including reserves for catastrophes, is an inherently uncertain process. Reserve
estimates are regularly reviewed and updated, using the most current information available. Any resuiting
reestimates are reflected in current operations (see Note 7).

The reserve for life-contingent contract benefits, which relates to traditional life and supplemental
accident and health insurance and immediate annuities with life contingencies, is computed on the basis
of long-term actuarial assumptions- as to future investment yields, mortality, morbidity, terminations and
expenses. These assumptions, which for traditional life insurance are applied using the net level premium
method, inciude provisions for adverse deviation and generally vary by such characteristics as type of
coverage, year of issue and policy duration. Detailed reserve assumptions and reserve interest rates are
outlined in Note 8. To the extent that unrealized gains on fixed income securities would result in a
premium deficiency had those gains actually been realized, the related increase in reserves for certain
immediate annuities with life contingencies is recorded net of tax as a reduction of the unrealized net
capital gains included in accumulated other comprehensive income.

Contractholder funds

Contractholder funds represent interest-bearing liabilities arising from the sale of products, such as
interest-sensitive life, fixed annuities, bank depaosits and funding agreements. Contractholder funds are
comprised primerily of deposits received and interest credited to the benefit of the contractholder less
surrenders and withdrawals, mortality charges and administrative expenses. Contractholder funds also
include reserves for secondary guarantees on interest-sensitive life insurance and certain fixed annuity
contracts. Detailed information on crediting rates and surrender and withdrawal provusmns on
contractholder funds are outlined in Note 8.

Separate accounts

The Company issues variable annuities and variable life insurance contracts, the assets and liabilities
of which are legally segregated and recorded as assets and liabilities of the separate accounts. The
assets of the separate accounts are carried at fair value. Separate accounts liabilities represent the
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contractholders' claims to the related assets and are carried at the fair value of the assets. Investment
income and realized capital gains and losses of the separate accounts accrue directly to the
contractholders and therefore, are not included in the Company’s Consolidated Statements of Operations.
Revenues to the Company from the separate accounts consist of contract charges for maintenance,
administration, cost of insurance and surrender of the contract prior to the contractually specified dates
and are reflected in life and annuity premiums and contract charges. Deposits to the separate accounts
are not included in consolidated cash flows.

Absent any contract provision wherein the Company guarantees either a minimum return or account
value upon death, a specified contract ‘anniversary ‘date, or annuitization, variable annuity and variable life
insurance contractholders bear the investment risk that the separate accounts’ funds may not meet their .
stated investment objectives. The account balances of variable contracts’ separate accounts with
guarantees included $13.41 billion of equity, fixed income and balanced mutual funds and $656 mitlion of
money market mutual funds at December 31, 2004.

Liabilities for variable contract guarantees

The Company offers various guarantees to variable annuity contractholders including a return of no
less than (a) total deposits made on the contract less any customer withdrawals, (b) total deposits made
on the contract less any customer withdrawals. plus:a minimum return or (c) the highest contract value
on a specified anniversary date minus any customer withdrawals following the contract anniversary. These
guarantees include benefits that are payable in the event of death (death benefits), upon annuitization
(income benefits), cr at specified dates during the accumulation period (accumulation benefits). Liabilities
for variable contract guarantees related to death benefits are included in reserve for life-contingent
contract benefits and the liabilities related to the income and accumulation benefits are included in
contractholder funds in the Consolidated Statements of Financial Position. Detailed information regarding
the Company’s variable contracts with guarantees is outlined in Note 8.

Pursuant to the adoption of SOP 03-1 in-2004, the liability for death and income benefit guarantees
is established equal to a benefit ratio multiplied by the cumulative contract charges earned, plus accrued
interest fess contract benefit payments. The benefit ratio is calculated as the estimated present value of
all expected contract benefits divided by the present value of all expected contract charges. The
establishment of reserves for these guarantees requires the projection of future separate account fund
performance, mortality, persistency and -customer benefit utilization rates. These assumptions are
periodically reviewed and updated. For guarantees related to death benefits, benefits represent the
current guaranteed minimum death benefit payments in excess of the current account balance. For
guarantees related to income benefits, benefits represent the present value of the minimum guaranteed
annuitization benefits in excess of the current account balance.

Projected benefits and contract charges used in determining theliability for certain guarantees are
developed using models and stochastic scenarios that are also used in the development of estimated
expected gross profits. Underlying assumptions for the liability retated to income benefits include
assumed future annuitization elections based on factors such as the extent of benefit to the potential
annuitant, eligibility conditions and the annuitant’s attained age. The liability for guarantees is
re-evaluated periodically, and adjustments are made to the liability balance through a charge or credit to
life and annuity contract benefits.

Guarantees related to accumulation benefits are considered to be derivative financial instruments;
therefore, the liability for accumulation benefits is established based on its fair value.
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Deferred cempensation expense

Deferred compensation expense represents the remaining unrecognized cost of shares acquired by
the Allstate Employee Stock Ownership Plan (“ESOP”) to pre-fund a portion of the Company’s
contribution to The Savings and Profit Sharing Plan of Allstate Employees and the unrecognized cost
associated with the restricted shares granted under equity incentive plans for Alistate employees (see
Note 17). A detailed description of the ESOP and the impacts on the consolidated financial statements is
included in Note 16.

Equity incentive Plars

The Company has three equity incentive plans which permit the Company to grant nonqualified stock
options, incentive stock options, restricted or unrestricted shares of the Company’s stock and restricted
stock units to certain employees and directors of the Company. In 2003, the Company adopted the fair
value recognition provisions of SFAS No. 123, “Accounting for Stock-Based Compensation”, and selected
the prospective method of adoption in accordance with SFAS No. 148, “Accounting for Stock-Based
Compensation™. Therefore, the Company began prospectively expensing the fair value of all stock options
granted on or after January 1, 2003. In 2002, the Company applied APB 25, “Accounting for Stock Issued
to Employees™ ("APB 25'), and related Interpretations in accounting for its employee equity incentive
plans. Accordingly, no compensation cost was recognized in 2002 for its employee plan as the exercise
price of the options equaled the market price at the grant date. See Note 17 for pro forma net income
and earnings per share, as well as additional information related to equity incentive plans.

Off-baiance-sheet firancial instruments

Commitments to invest, commitments to purchase private placement securities, commitments to
extend morigage loans, financial guarantees and credit guarantees have off-balance-sheet risk because
their centractual amounts are not recorded in the Company’s Consolidated Statements of Financial
Position. The contractual amounts and fair values of these instruments are outlined in Note 6.

Consoiidation of Variable Interest Entities (*VIEs”)

The Company consolidates VIEs when it is the primary beneficiary of a VIE and if it has a variable
interest that will absorb a majority of the expected losses if they occur, receive a majority of the entity’s
expected returns, or both (see Note 11).

Foreign currency transiation

The local currency of the Company's foreign subsidiaries is deemed to be the functional currency in
which these subsidiaries operate. The financial statements of the Company’s foreign subsidiaries are
translated into U.S. dollars at the exchange rate in effect at the end of a reporting period for assets and
liabilities and at average exchange rates during the period for results of operations. The unrealized gains
and losses from the translation of the net assets are recorded as unrealized foreign currency translation
adjustments and included in accumulated other comprehensive income in the Consolidated Statements of
Financial Position. Changes in unrealized foreign currency translation adjustments are included in other
comprehensive income. Gains and losses from foreign currency transactions are reported in operating
costs and expenses and have not been significant.
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Eamings per share

Basic earnings per share is computed based on the weighted average number of common shares
outstanding. Diluted earnings per share is computed based on weighted average number of common and
dilutive potential common shares outstanding. For Allstate, dilutive potential common shares consist of

outstanding stock options.

The computation of basic and diluted earnings per share for the years ended December 31, are

presented in the following table.

(in millions, except per share data)
Numerator (applicable to common shareholders):
Income before dividends on preferred securities and cumulative effect of
change in accounting principle, after-tax
Dividends on preferred securities of subsidiary trusts
Cumulative effect of change in accounting principle, after-tax

Net income applicable to common shareholders

Denominator:
Weighted average common shares outstanding
Effect of potential dilutive securities:
Stock options

Weighted average common and difutive potential common shares outstanding

Earnings per share—Basic:
Income before dividends on preferred securities and cumulative effect of
change in accounting principle, after-tax
Dividends on preferred securities of subsidiary trusts
Cumulative effect of change in accounting principle, after-tax

Net income applicable to common shareholders

Earnings per share—Diluted:
Income before dividends on preferred securities and cumulative effect of
change in accounting principle, after-tax
Dividends on preferred securities of subsidiary trusts
Cumulative effect of change in accounting principle, after-tax

Net income applicable to common shareholders

2004 2003 2002

$3,356 52,725 $1,475

- 6)  (10)

(175)  (15)  (331)
$3.181 $2,705 $1,134
6956 7035  707.1

47 27 2.8
4.7 2.7 2.8
7003 7062 7098

$ 482 $387 $ 208
- - (0.01)
(0.25) (0.02) (0.47)

$457 $385 $ 160

S 479 $385 S 207
- - (001
0.25) (0.02) (0.46)

$454 5383 $ 160

Options to purchase 3.1 million, 8.7 million and 9.0 million Allstate common shares, with exercise
prices ranging from $46.99 to $50.79, $36.99 to $50.72 and $37.06 to $50.72, were outstanding at
December 31, 2004, 2003, and 2002, respectively, but were not included in the computation of diluted
earnings per share since inclusion of those options would have an anti-dilutive effect as the options’
exercise prices exceeded the average market price of Allstate common shares in those years.
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Adopted accounting standards

Emerging Issues Task Force Issue No. 03-1, “The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments” (“EITF 03-1") and FSP EITF 03-1-1, “Effective Date of
Paragraphs 10-20 of EITF Issue No. 03-1, The Meaning of Other-Than-Temporary Impairment and Its
Application to Certain Investments” (“FSP EITF 03-1-17)

in March 2004, the Emerging Issues Task Force (“EITF") reached a final consensus on EITF 03-1,
which was to be effective for fiscal periods beginning after June 15, 2004. EITF 03-1 requires that when
the fair value of an investment security is less than its carrying value an impairment exists for which a
determination must be made as to whether the impairment is temporary or other-than-temporary. In
September 2004, the Financial Accounting Standards Board (“FASB™) issued, and the Company adopted,
FSP EITF Issue 03-1-1, which deferred the effective date of the impairment measurement and recognition
provisions contained in paragraphs 10-20 of EITF 03-1 until proposed FSP EITF 03-1-a is issued as final
guidance (See Pending and Recently Issued Accounting Standards). The disclosure requirements of
E{TF 03-1 were previously adopted by the Company as of December 31, 2003 for investments accounted
for under SFAS No. 115, “Accounting for Certain Investments in Debt and Equity Securities”. For all other
investments within the scope of EITF 03-1, the disclosures are effective and have been adopted by the
Company as of December 31, 2004.

FASB Staff Position Nos. FAS 106-1 and FAS 106-2, ‘Accounting and Disclosure Requirements Related to
the Medicare Prescription Drug, Improvement and Modernization Act of 2003 (“FSP FAS 106-1" and
“FSP FAS 106-2")

In January 2004, the FASB issued FSP FAS 106-1 to address the accounting implications of the
Medicare Prescription Drug, Improvement and Modernization Act of 2003 ("Act”). The Act, which was
signed into law on December 8, 2003, provides, among other things, a federal subsidy to plan sponsors
who maintain postretirement health care plans (“plans™) that provide prescription drug benefits and meet
certain equivalency criteria. FSP FAS 106-1 allowed reporting entities to make a one-time election to
defer recognizing the impact of the Act on their accumulated postretirement benefit obligation ("“APBO™)
and net periodic postretirement benefit cost determined in accordance with SFAS No. 1086, “Employer’s
Accounting for Postretirement Benefits Other Than Pensions” until sufficient guidance was developed to
permit a determination of both the qualification for the subsidy and how to recognize the impact of the
subsidy on its APBQ and net periodic postretirement benefit cost. The Company adopted FSP FAS 106-1
in the first quarter of 2004 and elected to defer recognition of the accounting impact of the Act as
information was not available to determine with sufficient certainty whether the Company’s plans meet
the equivalency criteria, and if so, how to recognize the impact of the subsidy on its APBO and net
periodic postretirement benefit cost.

In May 2004, the FASB issued FSP FAS 106-2, which supercedes FSP FAS 106-1, to provide guidance
on accounting for the effects of the Act. FSP FAS 106-2, which the Company adopted in the third quarter
of 2004, requires reporting entities that elected deferral under FSP FAS 106-1 and are able to determine if
their plans are actuarially equivalent to recognize the impact of the Act no later than the first interim or
annual reporting period beginning after June 15, 2004. In July 2004, the Center for Medicare and
Medicaid Services (“CMS") issued proposed regulations for the Act, including three different proposals
for the determination of actuarial equivalence. Depending on which proposai is adopted, the Company's
plans may not meet the actuarial equivalence criteria. As a result, the Company was unable to determine
if its plans are actuarially equivalent, accordingly, the measurement of its APBO and net periodic
postretirement benefit cost do not reflect any amount associated with the subsidy at December 31, 2004.
In January 2005, the CMS issued the final regulations for the Act including the determination of actuarial
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equivalence. The Company is currently evaluating the final regulations and the potential impact of the Act
on its APBO and net periodic postretirement benefit cost which is not expected to be material to the
Company’s Consolidated Statements of Operations or Financial Position.

SOP 03-1, “Accounting and Reporting by Insurance Enterprises for Certain Nontraditional Long-Duration
Contracts and for Separate Accounts” (“SOP 03-1")

On January 1, 2004, the Company adopted SOP 03-1. The major provisions of the SOP affecting the
Company require:

e Establishment of reserves primarily related to death benefit and income benefit guarantees
provided under variable annuity contracts;

o Deferral of sales inducements that meet certain criteria, and amortization using the same method
used for DAC; and

® Reporting and measuring assets and liabilities of certain separate accounts products as
investments and contractholder funds rather than as separate accounts assets and liabilities when
specified criteria are present.

The cumulative effect of the change in accounting principle from implementing SOP 03-1 was a loss
of $175 million, after-tax ($269 million, pre-tax). It was comprised of an increase in benefit reserves
(primarily for variable annuity contracts) of $145 million, pre-tax, and a reduction in DAC and DSI of
$124 million, pre-tax.

The SOP requires consideration of a range of potential results to estimate the cost of variable
annuity death benefits and income benefits, which generally necessitates the use of stochastic modeling
techniques. To maintain consistency with the assumptions used in the establishment of reserves for
variable annuity guarantees, the Company utilized the results of this stochastic modeling to estimate
expected gross profits, which form the basis for determining the amortization of DAC and DSI. This new
modeling approach resulted in a lower estimate of expected gross profits, and therefore resulted in a
write-down of DAC and DSl

In 2004, DS and related amortization is classified within the Consolidated Statements of Financial
Position and Operations as other assets and interest credited to contractholder funds, respectively. The
amounts are provided in Note 10. Pursuant to adopting this guidance, the Company also reclassified
$204 million of separate accounts assets and liabilities to investments and contractholder funds,
respectively.

American Institute of Certified Public Accountants ["AICPA”) Technical Practice Aid (“TPA”) re. SOP 03-1

In September 2004, the staff of the AICPA, aided by industry experts, issued a set of technical
questions and answers on financial accounting and reporting issues related to SOP 03-1 that will be
included in the AICPA's TPAs. The TPA addresses a number of issues related to SOP 03-1 including when
it is necessary to establish a liability in addition to the account balance for certain contracts such as
single premium and universal life that meet the definition of an insurance contract and have amounts
assessed against the contractholder in a manner that is expected to result in profits in earlier years and
losses in subsequent years from the insurance benefit function. The impact of adopting the provisions of
the TPA was not material to the Company’s Consolidated Statements of Operations or Financial Position.

FASB Interpretation No. 46 and 46R, “Consolidation of Variable Interest Entities” (“FIN 46” and “FIN 46R")

In December 2003, the FASB revised FIN 46, which was originally issued in January 2003. FIN 46R
addressed whether certain types of entities, referred to as variable interest entities (“VIEs"™), shouid be
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consolidated in a company's financial statements. A company must consolidate a VIE if it has a variable
interest that will absorb a majority of the expected losses if they occur, receive a majority of the entity's
expected returns, or both. The Company elected to adopt FIN 46 as of July 1, 2003 for its existing VIEs
with the exception of two VIEs used to manage assets on behalf of unrelated third party investors. FIN 46
was adopted as of December 31, 2003 for those remaining ViEs subsequent to the issuance of FIN 46R.
See Note 11 for the impact of adoption.

SFAS No. 148, “Amendment of Statement 133 on Derivative Instruments and Hedging Activities” (“SFAS
No. 1497)

In April 2003, the FASB issued SFAS No. 149, which amends, clarifies and codifies financial
accounting and reporting for derivative instruments, including certain derivative instruments embedded in
other contracts and used far hedging activities under SFAS No. 133, “Accounting for Derivative
Instruments and Hedging Activities”. While this statement applies primarily to certain derivative contracts
and embedded derivatives entered into or modified after June 30, 2003, it also codifies conclusions
previously reached by the FASB at various dates on certain implementation issues. The impact of
adopting the provisions of the statement was not material to the Company's Consolidated Statements of
Operations or Financial Position.

Derivatives implementation Group Statement 133 Implementation Issue No. B36, “Embedded Derivatives:
Modified Coinsurance Arrangements and Debt Instruments That Incorporate Credit Risk Exposures That
Are Unrelated or Only Partially Related to the Creditworthiness of the Obligor under Those
Instrurmnents”(“Implementation Issue B36")

In April 2003, the FASB issued Implementation Issue B36, which became effective October 1, 2003.
implementation Issue B36 was applied to one of the Company’s modified coinsurance agreements, and as
a result, the embedded derivative was bifurcated from the agreement and marked to market value at
October 1, 2003. The effect of adopting Implementation Issue B36 was the recognition of a loss of
$17 million, after-tax, which is reflected as a cumulative effect of a change in accounting prlnmple on the
Consolidated Statements of Operations.

SFAS No. 148, “Accounting for Stock-Based Compensation” ["SFAS No. 148”)

In December 2002, the FASB issued SFAS No. 148 which amends SFAS No. 123, “Accounting for
Stock-Based Compensation”. The amendment enabled companies that choose to adopt the fair value
based method to report the full effect of emplioyee stock options in their financial statements immediately
upon adoption. The statement sets forth clearer and more prominent disclosures about the cost of
employee stock options and increased the frequency of those disclosures to include publication in
quarterly financial statements. Beginning January 1, 2003, the Company began expensing the fair value of
all stock options granted on or after January 1, 2003. The Company recognized $9 million, after-tax,
expense associated with stock options granted during the twelve months ended December 31, 2003.

Pending Accounting Standards
SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS No. 123R")

In December 2004, the FASB issued SFAS No. 123R, which revises SFAS No. 123 and supersedes
APB 25. SFAS No. 123R eliminates an entity’s ability to account for share-based payments using APB 25
and requires ail such transactions be accounted for using a fair value based method. in addition,
although it does not require use of a binomial lattice model, SFAS No. 123R indicates that a binomial
lattice model may be more effective in valuing employee stock options than the Black-Scholes model,
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which was primarily developed to value publicly traded options. SFAS No. 123R is effective for all awards
granted, modified, repurchased, or cancelled in the interim period beginning after June 15, 2005 and
requires the recognition of compensation cost over the remaining vesting period for the portion of
outstanding awards that are not vested as of the effective date. Beginning January 1, 2003, the Company
adopted the fair value based method of accounting for all stock options granted or modified on or after
January 1, 2003. Beginning in 2005, the Company will begin using a binomial lattice model instead of the
Black-Scholes model to determine the fair value of employee stock options. SFAS No. 123R is not
expected to have a material impact on the Company’s Consolidated Statements of Operations or Financial

Position.

FSP EITF Issue 03-1-a, “Implementation Guidance for the Application of Paragraph 16 of EfTF Issue
No. 03-1, “The Meaning of Other-Than-Temporary Impairment and fts Application to Certain Investments”

{"FSP EITF Issue 03-7-a").

In September 2004, the FASB issued proposed FSP EITF 03-1-a to address the application of
paragraph 16 of EITF [ssue 03-1 to debt securities that are impaired because of increases in interest
rates, and/or sector spreads. Thereafter, in connection with its decision to defer the effective date of
paragraphs 10-20 of EITF 03-1 through the issuance of FSP EITF Issue 03-1-1, the FASB requested from
its constituents comments cn the issues set forth in FSP EITF 03-1-a and the issues that arose during the
comment letter process for FSP EITF 03-1-b, “Effective Date of Paragraph 16 of EITF Issue No. 03-1, The
Meaning of Other-Than-Temporary Impairment and lts Application to Certain Investments”.

Due to the uncertainty as to how the outstanding issues will be resolved, the Company is unable to
determine the impact of adopting paragraphs 10-20 of EITF 03-1 until final implementation guidance is
issued. Adoption of paragraphs 10-20 of EITF 03-1 may have a material impact on the Company’s
Consolidated Statements of Operations but is not expected to have a material impact on the Company's
Consolidated Statements of Financial Position as fluctuations in fair value are already recorded in

accumulated other comprehensive income.

3. Dispositions

In 2004, the Company disposed of Columbia Universal Life Insurance Company (“CUL"), a wholly
owned life insurance subsidiary, pursuant to a stock purchase agreement with Verde Financial
Corporation. As a result, the Company recognized a nominal gain on the disposition and a net tax benefit
of approximately $11 million. The tax benefit was reported as a reduction of the Company’s income tax
expense on the Consolidated Statements of Operations. All contracts in force, primarily fixed annuity and
interest-sensitive life policies written by CUL, had been ceded to ALIC or third party reinsurers prior to

the disposition. :

In 2004, the Company disposed of a portion of its equity investment in a consolidated investment
management VIE. This action triggered a reconsideration of whether the Company remained the primary
beneficiary of the investment management VIE under FIN 46R. After such reconsideration, the Company
determined it was no longer the primary beneficiary of the investment management VIE. Therefore, the
investment management VIE was deconsolidated as of the disposition date in the first quarter of 2004.
The deconsolidation of the investment management VIE resulted in a decrease in assets of $428 million
and a decrease in long-term debt of $412 million at the time of deconsolidation. The carrying value of the
Company’s portion of its investment in this investment management VIE reported in the Consolidated
Statements of Financial Position as fixed income securities was $.3 million at December 31, 2004.

T

In 2003, the Company announced its intention to exit the Allstate Financial direct response
distribution business and, based on its decision to sell the business, reached a measurement date that
resulted in the recognition of an estimated loss on the disposition of $44 million ($29 million, after-tax). In
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2004, the Company disposed of substantially all of Allstate Financial's direct response distribution
business pursuant to reinsurance transactions with subsidiaries of Citigroup and Scottish Re (U.S.)) Inc. In
connection with those disposal activities, the Company recorded an additional loss on disposition of

$21 million pretax ($14 million after-tax) in 2004 (see Notes 9 and 10).

4. Supplemental Cash Flow Information

Non-cash investment exchanges and modifications, which primarily reflect refinancings of fixed
income securities and mergers completed with equity securities, totaled $149 million, $56 million and
$137 million for the years ended December 31, 2004, 2003 and 2002, respectively.

Secured borrowing reinvestment transactions excluded from cash flows from investing activities in
the Consolidated Statements of Cash Flows for the years ended December 31 are as follows:

(in mitlions) 2004 2003 2002
Purchases $4531 $4722 S 3,306
Sales (4,638) (3,961) (2,966)
Collections - - 25)
Net change in short-term investments 1,170 an (166)
Net purchases $1,063 $§ 750 S 149

5. Investments
Fair vaiues

The amortized cost, gross unrealized gains and losses, and fair value for fixed income securities are
as follows:

Gross unrealized

Amortized =~ 2" " "7 Fair
Gin millions) cost Gains Losses value
At December 319, 2004
U.S. government and agencies  $37120 S 849 S (2 $ 3967
Municipal 24,955 1,417 (45) 26,327
Corporate 38,210 2,281 (109) 40,382
Foreign government 2,334 367 Mm 2,700
Mortgage-backed securities 9,122 118 21 9,219
Commercial mortgage-backed securities 6,762 167 (4) 6,815
Asset-backed securities 5,958 72 (35) 5,995
Redeemable preferred stock 196 15 m 210
Total fixed income securities $90,657 $5.286 5(228) $95,715

111



i1 0

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Gross unrealized

Amortized —7 " "7 "7 Fair
(in millions) cost Gains  Losses value
At December 31, 2003
U.S. government and agencies $3317 S 745 § (4) S 4,058
Municipal 23,354 1,514 (60) 24,808
Corporate 34,224 2,471 (202) 36,493
Foreign government 2,155 319 @ 2,472
Mortgage-backed securities 8,523 152 (20) 8,655
Commercial mortgage-backed securities 5,828 190 (35) 5,983
Asset-backed securities 5,036 102 (42) 5,096
Redeemable preferred stock 170 1 B 176
Total fixed income securities $82,607 $5504 $(370) $87,741

Scheduled maturities

The scheduled maturities for fixed income securities are as follows at December 31, 2004:

Amortized Fair

(in millions) cost value
Due in one year or less $2379 $ 2417
Due after cne year through five years 14,124 14,721
Due after five years through ten years 23,512 24,802
Due after ten years 35,562 38,561
75,577 80,501
Mortgage- and asset-backed securities 15,080 15,214
Total $90,657 $95,715

Actual maturities may differ from those scheduled as a result of prepayments by the issuers.

Because of the potential for prepayment on mortgage- and asset-backed securities, they are not

categorized by contractual maturity. The commercial mortgage-backed securities are categorized by

contractual maturity because they generally are not subject to prepayment risk.

Net investment income

Net investment income for the years ended December 31 is as follows:

@in millions) 2004 2003 2002
Fixed income securities $4,907 $4,621 54,477
Equity securities 213 162 156
Mortgage loans 456 429 420
Other @7) (59) 1
Investment income, before expense 5499 5,153 5,054
Investment expense 215 181 205
Net investment income $5,284 $4,972 $4,849

Net investment income from equity securities includes income from partnership interests of
$87 mitlion, $71 million and $75 million for the years ended December 31, 2004, 2003 and 2002,
respectively.
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Realized capital gains and losses, after-tax

Realized capital gains and losses by security type for the years ended December 31 are as follows;

2004 2003 2002

(in millions)
Fixed income securities $167 $(18) $ (9N
Equity securities 416 108  (360)
Other investments 8 106 (473)
Realized capital gains and losses, pre-tax 591 196  (924)
Income tax {expense) benefit (199) (62) 326
Realized capital gains and losses, after-tax $392 $134  $(598)

Realized capital gains and losses by transaction type for the years ended December 31 are as
follows:

(in millions) 2004 2003 2002

Investment write-downs $(129) $(294) $(467)
Dispositions™ 828 453  (221)
Vaiuation of derivative instruments (46) 16 (60)
Settlement of derivative instruments (62) 21 (176)
Realized capital gains and losses, pre-tax 591 196  (924)
Income tax (expense) benefit (199) (62) 326

Realized capital gains and losses, after-tax $392 $134 5(598)

{1) Dispositions include sales and other transactions such as calls and prepayments.

Excluding the effects of calls and prepayments, gross gains of $454 million, $394 million and
$404 miltion and gross losses of $224 million, $264 million and $488 million were realized on sales of fixed
income securilies during 2004, 2003 and 2002, respectively.

Unrealizec net capitai gains and losses

Unrealized net capital gains and losses on fixed income, equity securities and derivative instruments
included in accumulated other comprehensive income at December 31, 2004 are as follows:

Fair M Unrealized

(in millions) value Gains Losses net gains (losses)
Fixed income securities $95,715 $5,286  $(228) $ 5,058
Equity securities 5835 1,343 (14) 1,329
Derivative instruments 10) 6 23) an

Totai 6,370
Deferred income taxes, deferred policy acquisition costs,

premium deficiency reserve and deferred sales

inducements (3,382)
Unrealized net capital gains and losses $ 2988
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At December 31, 2003, equity securities had gross unrealized gains of $1.28 billion and gross
unrealized losses of $18 millicn. '

Change in unrealized net capital gains and losses

The change in unrealized net capital gains and losses for the years ended December 31 is as
follows:

(in millions) 2004 2003 2002
Fixed income securities S (76) $105 S 2,604
Equity securities 69 800 (400)
Derivative instruments (22) ®) 6)
Total (29} 900 2,198

Deferred income taxes, deferred policy acquisition costs,
premium deficiency reserve and deferred sales

inducements (108) (377) (1,385)
(Decrease) increase in unrealized net capital gains and
losses $(137) $523 S 813

Portfolic monitoring

Inherent in the Company’s evaluation of a particular security are assumptions and estimates about
the operations of the issuer and its future earnings potential. Some of the factors considered in evaluating
whether a decline in fair value is other than temporary are: 1) the Company’s ability and intent to retain
the investment for a period of time sufficient to allow for an anticipated recovery in value; 2) the
recoverability of principal and interest; 3) the duration and extent to which the fair value has been less
than cost for equity securities or amortized cost for fixed income securities; 4) the financial condition,
near-term and long-term prospects of the issuer, including relevant industry conditions and trends, and
implications of rating agency actions and offering prices; and 5) the specific reasons that a security is in
a significant unrealized loss position, including market conditions which could affect access to liquidity.
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The following table summarizes the gross unrealized losses and fair value of fixed income and equity
securities by the length of time that individual securities have been in a continuous unrealized loss position.

iLess than 12 months 12 months or more Total
Number of Fair Unrealized Number of Fair  Unrealized unrealized
($ in millions) issues value fosses issues value losses losses
At December 31, 2004
Fixed income securities
U.S. government and agencies 20 s 79 ) 2 S 28 S M S @
Municipal 418 1,730 22) 90 437 23) (45)
Corporate 408 4,624 (60) 102 1,298 (48) (109)
Foreign government 12 101 m - - - M
Commercial mortgage-backed
securities 96 1,132 (10} 18 239 ) 4
Mortgage-backed securities 673 2,695 (9 49 125 @ (21
Asset-backed securities 134 1,523 (18) 26 282 (19) 35)
Redeemable preferred stock 5 6 m - - - m
Jotal fixed income securities 1,764 11,890 (130) 285 2,409 98) (228)
Equity securities 128 161 @ 21 23 ®) (14)

Total fixed income & equity securities 1,892 $12,051 $(139) 306 $2,432 $(103) $(242)

Investment grade fixed income

securities 1,653 11,402 010 240 2,020 61) (171
Below investment grade fixed income

securities 1m 488 0 45 389 37) G7)

Total fixed income securities 1,764 $11,890 $(130) 285 $2,409 S (98) $(228)

At December 31, 2003
Fixed income securities

U.S. government and agencies 16 S 164 S (4) - S - s - S (4)
Municipal 256 1,281 (38) 41 227 @22} (60)
Corporate 374 4,068 (152) 79 675 (50) (202)
Foreign government 13 106 @ - - - @
Commercial mortgage-backed
securities 99 1,472 (34) 10 61 1 35)
Mortgage-backed securities 237 2,129 (20} 36 30 - 20)
Asset-backed securities 78 843 e) 38 278 (26) (42)
Redeemable preferred stock 4 24 m 1 21 @) 5)
Total fixed income securities 1,077 10,087 (267) 205 1,292 (103) (370)
Equity securities 120 161 (16) 59 25 2) (18)

Total fixed income & equity securities 1,197 $10,248 5(283) 264 $1.317 $0105) 5(388)

Investment grade fixed income

securities 52 9,571 222) 136 756 (38) (260)
Below investment grade fixed income

securities 125 516 {45) 69 536 (65) (110)

Total fixed income securities 1,077 $10,087 $(267) 205 $1,292 $(103) $(370)

As of December 31, 2004 and 2003, $221 million and $290 million, respectively, of unrealized losses
related to securities with an unrealized loss position less than 20% of cost or amortized cost, the degree
of which suggests that these securities do not pose a high risk of being other than temporarily impaired.
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Of the $221 million and $290 million, $169 million and $234 million, respectively, related to unrealized
losses on investment grade fixed income securities. Investment grade is defined as a security having a
rating from the National Association of Insurance Commissioners (“NAIC™) of 1 or 2; a rating of Aaa, Aa,
A or Baa from Moody’s or a rating of AAA, AA, A or BBB from Standard & Poor's (“S&P™), Fitch or
Dominion; or a comparable internal rating if an externally provided rating is not available. Unrealized
losses on investment grade securities are principally related to changes in interest rates or changes in
issuer and sector related credit spreads since the securities were acquired.

As of December 31, 2004, the remaining $21 million of unrealized losses related to securities in
unrealized loss pasitions greater than or equal to 20% of cost or amortized cost. Of the $21 million,
$2 million related to investment grade fixed income securities, $16 million related to below investment
grade fixed income securities and $3 million related to equity securities. Of these amounts, $9 million of
the below investment grade fixed income securities and $0 million of equity securities had been in an
unrealized loss position for a period of twelve manths or more as of December 31, 2004. Additionally,
$11 million of the unrealized losses from below investment grade securities were airline industry issues.

As of December 31, 2003, the remaining $98 million of unrealized losses related to securities in
unrealized loss positions greater than or equal to 20% of cost or amortized cost. Of the $98 million,
$28 million related to investment grade fixed income securities, $61 million related to below investment
grade fixed income securities and $9 million related to equity securities. Of these amounts, $10 million,
$31 million and $1 million, respectively, had been in an unrealized loss position for a period of twelve
months or more as of December 31, 2003. Additionally, $13 million of the unrealized losses from below
investment grade securities were airline industry issues.

As of December 31, 2004 and 2003, the securities comprising the $21 million and $98 million,
respectively, of unrealized losses were evaluated based on factors such as the financial condition and
near-term and long-term prospects of the issuer and were determined to have adequate resources to
fulfill contractual obligations, such as recent financings or bank loans, cash flows from operations,
collateral or the position of a subsidiary with respect to its parent’s bankruptcy.

As of December 31, 2004 and 2003, the Company had the intent and ability to hold these
investments for a period of time sufficient for them to recover in value.

As of December 31, 2004, the carrying value for cost method investments was $467 million, which
primarily included limited partnership interests in fund investments. Each cost method investment was
evaluated utilizing certain criteria such as a measurement of the Company's percentage share of the
investee's equity relative to the carrying value and certain financial trends to determine if an event or
change in circumstance occurred that could indicate an other-than-temporary impairment existed.
Investments meeting any one of these criteria were further evaluated and, if it was determined that an
other-than-temporary impairment existed, the investment was written down to the estimated fair value.
The estimated fair value was generally based on the fair value of the underlying investments in the
limited partnership funds. It is not practicable to estimate the fair value of each cost method investment
in accordance with paragraphs 14 and 15 of SFAS 107, “Disclosures about Fair Value of Financial
Instruments” because the investments are private in nature and do not trade frequently. In addition, the
information that would be utilized to estimate fair value is not readily available. The Company had write-
downs of $14 million related to cost method investments that were other-than-temporarily impaired in
2004,

Monrtgage loan impairment

A mortgage loan is impaired when it is probable that the Company will be unable to collect all
amounts due according to the contractual terms of the loan agreement.




The net carrying value of impaired loans at December 31, 2004 and 2003 was $22 million and
S4 million, respectively. No valuation allowances were held at December 31, 2004 and 2003 because the
fair value of the collateral was greater than the recorded investment in the loans.

Interest income for impaired loans is recognized on an accrual basis if payments are expected to
continue to be received; otherwise cash basis is used. The Company recognized interest income on
impaired loans of $2 million, $2 million, and $1 million during 2004, 2003 and 2002, respectively. The
average balance of impaired loans was $29 million, $23 million and $16 million during 2004, 2003 and
2002, respectively.

Valuation allowances charged to aperations during 2004, 2003 and 2002 were $1 million, $3 million
and $0 million, respectively. Direct write-downs charged against the allowances were $0 million, $3 million
and $5 million for the years ended December 31, 2004, 2003 and 2002, respectively, and in 2004,
$1 million of a balance previously written off was recovered.

investment concentration for municipal bond and commercial mortgage portfolios and other
investment information:

The Company maintains a diversified portfalio of municipal bands. The following table shows the
principal geographic distribution of municipal bond issuers represented in the Company’s portfolio. No
other state represents more than 5.00 of the portfolio at December 31, 2004.

(% cf municipal bond portfolio carrying value) 2004 2003

California 13.3% 12.3%
Texas 11.1 1.2
llinois 7.7 9.3
New York : 5.4 5.8

The Company’'s mortgage loans are collateralized by a variety of commercial real estate property
types located throughout the United States. Substantially all of the commercial mortgage loans are
non-recourse o the borrower. The following table shows the principal geographic distribution of
commercial real estate represented in the Company's mortgage portfolio. No other state represented
more than 5.0% of the portfolio at December 31, 2004 and 2003. '

(% of commercial mortgage portfolio carrying vaiue) 2004 2008
California : - 14.3% 14.2%
Minocis 8.6 9.5
Texas 8.2 79
Pennsylvania ' 6.5 5.4
New Jersey " 5.6 6.0
Georgia 5.1 5.5
New York 5.0 5.1
Florida ' 45 6.1
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The types of properties collateralizing the commercial mortgage loans at December 31 are as foliows:

(% of commercial mortgage portfolio carrying value) ﬂi 2003
Office buildings 30.7% 32.1%
Retail 25.6 22.2
Warehouse 25.0 24.2
Apartment complex 15.2 17.2
Industrial ' 13 1.6
Other 2.2 2.7

100.0% 100.0%

The contractual maturities of the commercial mortgage loan portfolio as of December 31, 2004 for
loans that were not in foreclosure are as follows:

Number of Carrying

($ in millions) loans value Percent
2005 46 S 331 4.2
2006 86 661 8.4
2007 101 832 10.6
2008 0 766 9.8
2009 130 1,279 16.3
Thereafter 511 3,985 50.7
Total gﬁ $7,854 100.0%

In 2004, $263 million of commercial mortgage loans were contractually due. Of these, 63% were paid
as due, 26% were refinanced at prevailing market terms and 11% were extended for one year or less.
None were foreclosed or in the process of foreclosure, and none were in the process of refinancing or
restructuring discussions. '

At December 31, 2004, the carryi'ng value of residential mortgage loans outstanding was $2 million.

Included in fixed income securities are below investment grade assets totaling $5.64 billion and
$6.01 billion at December 31, 2004 and 2003, respectively. '

At December 31, 2004, the carrying value of investments that were non-income producing, exciuding
equity securities, was $20 million. At December 31, 2004, fixed income securities with a carrying value of
$315 million were on deposit with regulatory authorities as required by law.

Security repurchase and resale and securities loaned

The Company participates in securities lending programs with third parties, mostly large brokerage
firms. At December 31, 2004 and 2003, fixed income securities with a carrying value of $2.89 biition and
$2.16 billion, respectively, were on loan under these agreements. In return, the Company receives cash
that it invests and includes in short-term investments and fixed income securities, with an offsetting
liability recorded in other liabilities and accrued expenses to account for the Company’s obligation to
return the collateral. Interest income on collateral, net of fees, was $6 million, $6 million and $9 mitlion, for
the years ended December 31, 2004, 2003 and 2002, respectively.

The Company participates in programs to purchase securities under agreements to resell and
programs to sell securities under agreements to repurchase, primarily including a mortgage doallar roll
program. At the end of December 31, 2004 and 2003, the Company had $1.16 billion and $1.13 billion of
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securities that were subject fo these agreements. In return, the Company receives cash collateral that it
invests and includes in short-term and fixed income securities, with an offsetting liability recorded in
other liabilities and accrued expenses to account for the Company’s obligation to return the collateral.
Interest income recorded as a result of the program was $47 million, $39 million, and $40 million for the
years ended December 31, 2004,-2003 and 2002, respectively.

6. Financia) Instruments

In the normal course of business, the Company invests in various financial assets, incurs various
financial liabilities and enters into agreements involving derivative financial instruments and other
off-balance-sheet financial instruments. The fair value estimates of financial instruments presented below
are not necessarily indicative of the amounts the Company might pay or receive in actual market
transactions. Potential taxes and other transaction costs have not been considered in estimating fair
value. The disclosures that follow do not reflect the fair value of the Company as a whole since a number
of the Company's significant assets (including DAC, property and equipment, net and reinsurance
recoverables, net) and liabilities (including reserve for property-liability insurance claims and claims
expense, reserve for life-contingent contract benefits and deferred income taxes) are not considered
financial instruments and are not carried at fair value. Other assets and liabilities considered financial
instruments such as premium installment receivables, accrued investment income, cash and claim
payments ouistanding are generally of a short-term nature. Their carrying values are deemed to
approximate fair value.

Financial assets

December 31, 2004 December 31, 2003

Carrying Canying

value Fair value value Fair value
Fixed income securities $95,715 $95715 $87,741  $87,741
Equity securities 5,895 5,895 5,288 5,288
Mortgage loans 7,856 8,187 6,539 6,937
Short-term investments 4,133 4,133 1,815 1,815
Policy loans 1,217 1,217 1,250 1,250
Separate Accounts 14,377 14,377 13,425 13,425

Fair values of publicly traded fixed income securities are based upon quoted market prices or dealer
quotes. The fair value of non-publicly traded securities, primarily privately placed corporate obligations, is
based on either widely accepted pricing valuation models, which use internally developed ratings and
independent third party data (e.g., term structures and current publicly traded bond prices) as inputs, or
independent third party pricing sources. Equity securities are valued based principally on quoted market
prices. Miorigage loans are valued based on discounted contractual cash flows. Discount rates are
selected using current rates at which similar loans would be made to borrowers with similar
characteristics, using similar properties as collateral. Loans that exceed 100% loan-to-value are valued at
the estimated fair value of the underlying collateral. Short-term investments are highly liquid investments
with maturities of one year or less whose carrying values are deemed to approximate fair value. The
carrying value of policy loans is deemed to approximate fair value. Separate accounts assets are carried
in the Consolidated Statements of Financial Position at fair value based on quoted market prices.
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Financial liabilities

December 31, 2004 December 31, 2003

Carrying Carrying
(in millions) value Fair value value Fair value
Contractholder funds on investment contracts $47,173  $45387 $39,438 $38,022
Short-term debt 43 43 3 3
Long-term debt 5,291 5,601 5,073 5,431
Security repurchase agreements 4,854 4,854 3,749 3,749
Separate Accounts 14,377 14,377 13,425 13,425

Contractholder funds include interest-sensitive life insurance contracts and investment contracts.
Interest-sensitive life insurance contracts are not considered financial instruments subject to fair value
disclosure requirements. The fair value of investment contracts is based on the terms of the underlying
contracts. Fixed annuities are valued at the account balance less surrender charges. immediate annuities
without life contingencies, funding agreements and GICs are valued at the present value of future
benefits using current interest rates. Market value adjusted annuities’ fair value is estimated to be the
market adjusted surrender value. Equity-indexed annuity contracts’ fair value approximates carrying value
since the embedded equity options are carried at fair value in the consolidated financial statements.

Short-term debt is valued at carrying value due to its short-term nature. The fair value of long-term
debt is based on quoted market prices or, in certain cases, is determined using discounted cash flow
calculations based on interest rates of comparable instruments. Security repurchase agreements are
valued at carrying value due to their short-term nature. Separate accounts liabilities are carried at the fair
value of the underlying assets.




Derivative financial instruments

The Company primarily uses derivative financial instruments to reduce its exposure to market risk
(principally interest rate, equity price and foreign currency risk), to replicate fixed income securities, and
in conjunction with asset/liability management in its Allstate Financial segment. The following table
summarizes the notional amount, fair value and carrying value of the Company’s derivative financial

instruments at December 31, 2004.

(in milliors)

Interest rate contracts

Interest rate swap agreements
Financial futures contracts

Interest rate cap and floor agreements

Total interest rate contracts

Equity and (ndex contracts
Options, financial futures and warrants

Foreign currency contracts
Foreign currency swap agreements
Foreign currency futures contracts

Total foreign currency contacts

Embedded derivative financial instruments

Guaranteed accumulation benefit

Conversion options in fixed income securities
Equity-indexed options in life and annuity product contracts
Forward starting options in annuity product contracts

Put options in variable product contracts

Term-extending options in trust preferred securities

Credit default swaps

Total embedded derivative financial instruments

Other derivative financial instruments

Replication credit default swaps

Reinsurance of guaranteed minimum income annuitization
options in variable product contracts

Forward contracts for TBA mortgage securities

Commitments to fund morigage loans

Forward sale commitments

Total other derivative financial instruments
Total derivative financiat instruments

(1) Carrying value includes the effects of legally enforceable master nefting agreements. Fair value and carrying value of the assets

Notional Fair Carrying value
amount  value™  assets!” (liabilities)V
$17592 $(134) § (48) $ (86)
6,882 €) 1 (4)
4,851 43 31 12
29,325 (@4) (16) (78)
2,083 58 92 (B34)
1,704 535 547 (12)
21 - - -
1,725 535 547 12)
623 ] - 1
1,258 455 455 -
1,774 (30) - (300
1,928 @ - @
18 - - -
200 - - -
28 m (O] -
5,825 423 454 @3n
295 - - -
25 14 14 -
100 1 1 -
12 - - -
12 - - -
444 15 15 -
$39,402 $937  $1,002 $(155)

and liabilities exclude accrued periodic settlements, which are reported in accrued investment income or other invested assets.
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The following table summarizes the notional amount, fair value and carrying value of the Company’s
derivative financial instruments at December 31, 2003.

Notional Fair C:Jnying. value -

(in millions) amount value assets (liabilities)
Interest rate contracts
Interest rate swap agreements $11,529  $(229) $(88) s(141)
Financial futures contracts 968 M - M
Interest rate cap and floor agreements 4,705 84 54 30
Total interest rate contracts 17,202 (146) @4 12
Equity and index contracts
Options, financial futures and warrants 920 1 4 3)
Foreign currency contracts
Foreign currency swap agreements 1,690 454 436 18
Foreign currency futures contracts 5 - - ~
Total foreign currency contacts 1,695 454 436 18
Embedded derivative financial instruments
Conversion options in fixed income securities 670 240 240 -
Equity-indexed options in life and annuity product contracts 1,297 9 - 9
Forward starting options in annuity product contracts 1,464 2 - 2
Put options in variable product contracts 19 - - -
Term-extending options in trust preferred securities 200 - - -
Credit default swap agreements 48 M m -
Total embedded derivative financial instruments 3,608 246 239 7
Other derivative financial instruments
Synthetic guaranteed investment product contracts 1 - - -
Reinsurance of guaranteed minimum income annuitization

options in variable product contracts 34 28 28 -
Forward contracts for TBA mortgage securities 270 D] -~ €3]
Commitments to fund mortgage loans 14 - - -
Forward sale commitments 14 - - -
Total other derivative financial instruments 333 27 28 m
Total derivative financial instruments $23.848 $582 $673 S (91

(1) Carrying value includes the effects of legally enforceable master netting agreements. Fair value and carrying value of the assets
and liabilities exciude accrued periodic settlements, which are reported in accrued investment income or other invested assets.

The notional amounts specified in the contracts are used to calculate the exchange of contractual
payments under the agreements, and are not representative of the potential for gain or loss on these
agreements.

Fair value, which is equal to the carrying value, is the estimated amount that the Company would
receive (pay) to terminate the derivative contracts at the reporting date. For exchange traded derivative
contracts, the fair value is based on dealer or exchange quotes. The fair value of non-exchange traded
derivative contracts, including embedded derivative financial instruments subject to bifurcation, is based
on either independent third party pricing sources, including broker quotes, or widely accepted pricing and
valuation models which use independent third party data as inputs.




The Company manages its exposure to credit risk by utilizing highly rated counterparties,
establishing risk control limits, executing iegally enforceable master netting agreements and obtaining
collateral where appropriate. The Company uses master netting agreements for over-the-counter
derivative transactions, including interest rate swap, foreign currency swap, interest rate cap, interest rate
floor and credit default swap agreements. These agreements permit either party to net payments due for
transactions covered by the agreements. Under the provisions of the agreements, collateral is either
pledged or obtained when certain predetermined exposure limits are exceeded. As of December 31, 2004,
counterparties pledged $490 million in cash tc the Company under these agreements. To date, the
Company has not incurred any losses on derivative financial instruments due to counterparty
nonperformance. Other derivatives including futures and certain option contracts are traded on organized
exchanges, which require margin deposits and guarantee the execution of trades, thereby mitigating any
assaciated potential credit risk.

Credit exposure represents the Company's potential loss if all of the counterparties failed to perform
under the contractual terms of the contracts and ali collateral, if any, became worthless. This exposure is
measured by the fair value of freestanding derivative contracts with a positive fair value at the reporting
date reduced by the effect, if any, of master netting agreements.

The foliowing table summarizes the counterparty credit exposure by counterparty credit rating at
December 31, es it relates to interest rate swap, currency swap, interest rate cap, interest rate floor and
replication credit defaull swap agreements.

($ In millions) 2004 2003

Number of Exposure, Number of Exposure,

counter-  Notional Credit net of counter-  Notional Credit net of

Rating™ parties amount exposure’® collateral®  parties amount exposure®@ collateral®
AAA 2 $ 1,984 S - S - 2 $ 1,819 S - S$—
AA 2 2,228 183 13 3 1,630 146 22
AA- 4 5,825 8 8 4 4,539 19 18
A+ 6 10,599 323 17 6 7,889 235 27
A 2 3806 12 _2 2 2w 1 1
Total 16 $24442  $528 $40 17 $17944  $401  $69

(1) Rating is the lower of S&P's or Moody’s ratings.

(2) For each counterparty, only over-the-counter derivatives with a net positive market value are included.

Market risk is the risk that the Company will incur losses due to adverse changes in market rates
and prices. Market risk exists for all of the derivative financial instruments the Company currently holds,
as these instruments may become less valuable due to adverse changes in market conditions. To limit this
risk, the Company's senior management has established risk controf limits. In addition, changes in fair
value of the derivative financial instruments that the Company uses for risk management purposes are
generally offset by the change in the fair value or cash flows of the hedged risk component of the related
assets, liabilities or forecasted transactions.

The Company reclassified pretax net gains of $3 million and $3 million related to cash flow hedges to
net income from accumulated other comprehensive income during 2004 and 2003, respectively. At
December 31, 2004, there is no remaining accumulated other comprehensive income to amortize to net
income during 2005.
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The following table presents information about the nature and accounting treatment of Allstate’s
primary derivative instruments. Included in the table is a description of the individual derivative
instruments, the risk management strategies to which they relate, and the financial statement reporting
for the derivative instruments in the Company’s consolidated financial statements. Amounts reported are
in millions on a pre-tax basis.

Asset / Income /
Description, Risk Management Strategy and (Liability) (Expense)
Instrument Financial Statement Reporting 2004 2003 2004 2003 2002
Interest Rate
Contracts:

Interest Description

rate swap Swap agreements are contracts that periodicaily exchange the difference between two

agreements designated sets of cash flows, (fixed to variable rate, variable to fixed rate, or variable to
variable rate) based upon designated market rates or rate indices and a notional amount.

Master netting agreements are used to minimize credit risk. In addition, when applicable,
parties are required to post collateral. As of December 31, 2004, the Company piedged to
counterparties $1.0 million of securities as collateral for over-the-counter instruments.

Risk Management Strategy
Primarily used to change the interest rate characteristics of existing assets or liabilities to
facilitate asset-liability management.

Statement of Financial Position
+ Fair values are reported as follows:
» Other investments. S (48) S (88)
« Other liabilities and accrued expenses. @6) (141)
+ When hedge accounting is applied, the carrying values of the hedged items are
adjusted for changes in the fair value of the hedged risks. The fair value of hedged
risks are reported as follows:

« Fixed income securities. 161 295
+ Mortgage foans. 33 56
» Contractholider funds. (5653 (103)

Statement of Operations
+ For hedge accounting, changes in fair value of the instruments are matched together
with changes in fair value of the hedged risks and are reported as follows:

« Net investment income. $ 117 $100 $(390)

+ Life and annuity contract benefits. (64) (38) 94

+ Hedge ineffectiveness is reported as Realized capital gains and losses. 3) g (9
+ When hedge accounting is not applied, changes in fair value of the instruments and

the periodic accrual and settlements are reported in realized capital gains and losses. 12 2 55

Financial = Description

futures Financial futures contracts are commitments to purchase or sell designated financial

contracts  instruments at a future date for a specified price or yield. These contracts are traded on
organized exchanges and cash settle on a daily basis. The exchange requires margin
deposits as well as daily cash settlements of margin. As of December 31, 2004, the
Company pledged margin deposits in the form of marketable securities totaling
$11 million.

Risk Management Strategies

Generally used to manage interest rate risk related to fixed income securities and certain
annuity contracts. Financial futures are also used to reduce interest rate risk related to
forecasted purchases and sales of marketable investment securities.

Statement of Financial Position

Fair values are reported as follows:
< Qther investments. 1 -
« Qther liabilities and accrued expenses. @ m

Statement of Operations

Under non-hedge accounting, changes in fair value of the instruments, some of which

are recognized through daily cash settlements, are classified consistent with the risks

being economically hedged and are reported as follows:
» Realized capital gains and losses. $(103) $ 12 $(193)
» Life and annuity contract benefits. - - m




Asset / Income /

Description, Risk Management Strategy and (Liability) (Expense)

instrument Financial Statement Reporting 2004 2003 2004 2003 2002
Interest Description
rate cap In exchange for a premium, these derivative contracts provide the holder with the right to
and floor  receive at a future date, the amount, if any, by which a specified market interest rate
agreements exceeds the fixed cap rate or falls below the fixed floor rate, applied to a notional
amount
Risk Management Strategies
Used to reduce exposure to rising or falling interest rates relative to certain existing
assets and liabilities in conjunction with asset-liability management.
Statement of Financial Position
Fair values are reported as follows:
< Other investments. $ 318 54
= QOther liabilities and accrued expenses. 12 30
Statement of Operations
Under non-hedge accounting, changes in fair value of the instruments and the periodic
accruals and settlements are reported in realized capital gains and lossgs. $@BS (2005 (®
Equity and
index
Contracts:
Options, Description
financial These indexed derivative instruments provide returns at specified or optional dates based
futures, upon a specified index applied to the instrument’s notional amount. Index futures are
and traded on organized exchanges and cash settle on a daily basis. The exchange requires
warrants margin deposits as well as daily cash settlements of margin. The Company pledged

$15 mitiion of securities in the form of margin deposits as of December 31, 2004.

Risk Management Strategies
Indexed instruments are primarily used to reduce the market risk associated with certain
annuity and deferred compensation liability contracts.

Statement of Financial Position
Fair values are reported as follows:

- Equity securities $ -5 3
o Other investments. 92 1
< QOther liabilities and accrued expenses. B34 @

Statement of Gperations

Under non-hedge accounting, changes in fair values of the instruments, some of which
are recognized through daily cash settlements, are classified on one line consistent with
the risk being economically hedged and reported as follows:

< Life and annuity contract benefits. S 47 S 80 S (66)
o QOperating costs and expenses. 12 20 (7
* Realized capital gains and losses. 1 2 1
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Asset / Income /

Description, Risk Management Strategy and (Liability) (Expense)
Instrument Financial Statement Reporting 2004 2003 2004 2003 2002

Foreign
Currency
Contracts:

Foreign Description

currency  These derivative contracts involve the periodic exchange of consideration based on

swap relative changes in two designated currencies and, if applicable, differences between

agreements fixed rate and variable cash flows or two different variable cash flows, all based on a pre-
determined notional amount.

Risk Management Strategies

These agreements are entered into primarily to manage the foreign currency risk
associated with issuing foreign currency denominated funding agreements. In addition to
hedging foreign currency risk, they may also change the interest rate characteristics of
the funding agreements for asset-liability management purposes.

Statement of Financial Position
* Fair vaiues are reported as follows:
« Other investments. $ 547 $ 436
+ Other liabilities and accrued expenses. (12) 18
+ Since hedge accounting is applied for fair value hedges, the carrying value of the
hedged item, contractholder funds, is adjusted for changes in the fair value of the
hedged risk. For cash flow hedges, the market value of the derivative reduced other
comprehensive income by $23 million and $0 million as of December 31, 2004 and
2003, respectively. (656) (454)

Statement of Operations
* Under hedge accounting, changes in fair value of the instruments are matched

together with the changes in fair values of the hedged risks and are reported in life

and annuity contract benefits. $110 $171 $263
+ Hedge ineffectiveness is reported in realized capital gains and losses. 2 - -

Conversion  Description

options in These securities have embedded options, which provide the Company with the right to

fixed income convert the instrument into a predetermined number of shares of common stock or

securities provides a return based on a notional amount applied to an index such as the S&P 500.
Securities owned and subject to bifurcation include convertible bonds and convertible
redeemable preferred stocks.

Statement of Financial Position

Fair value is reported together with the host contracts in fixed income securities. $ 455 S 240
Statement of Operations
Changes in fair value are reported in realized capital gains and losses. $ 18 8 39 $ (88)
Other Statement of Financial Position
derivatives + Fair values are reported as follows:
« Fixed income securities. $ -5 M
+ Other assets. 14 28
+ Contractholder funds. @s) @1

Statement of Operations

+ Changes in fair value are reported as follows:
* Realized capital gains and losses. ' $ @s BSs 10
+ Life and annuity contract benefits. (40) (26) 86




Oft-baiance-sheet financial instruments

The contractual amounts and fair values of off-balance-sheet financial instruments at December 31
are as follows:

2004 2003
Contractual  Fair  Contractual  Fair
(in mifions) i amount value amount value
Commitments to invest $836 S— $500 S$—
Private placement commitments 45 - 49 -
Commitments to extend mortgage ioans 103 1 86 1
Credit guaraniees 151 - 87 -

Except for credit guarantees, the contractual amounts represent the amount at risk if the contract is
fully drawn upon, the counterparty defaults and the value of any underlying security becomes worthiess.
Unless ncted otherwise, the Company does not require collateral or other security to support off-balance-
sheet financial instruments with credit risk.

Commitments to invest generally represent commitments to acquire financial interests or instruments.
The Company enters into these agreements to allow for additional participation in certain limited
partnership investments. Because the equity investments in the limited partnerships are not actively
traded, it is not practical to estimate the fair value of these commitments.

Private placement commitments represent conditional commitments to purchase private placement
debt and equity securities at a specified future date. The Company regularly enters into these agreements
in the normal course of business. The fair value of these commitments generally cannot be estimated on
the date the commitment is made as the terms and conditions of the underlying private placement
securities are not yet final.

Commitments to extend mortgage loans are agreements to lend to a borrawer provided there is no
violation of any condition established in the contract. The Company enters these agreements to commit to
future loan fundings at a predetermined interest rate. Commitments generally have fixed expiration dates
or other termination clauses. Commitments to extend mortgage loans, which are secured by the
underlying properties, are valued based on estimates of fees charged by other institutions to make similar
commitments to similar borrowers. '

Credit guarantees represent conditional commitments included in certain fixed income securities’
owned by the Company, and exclude those credit guarantees reported as derivatives under SFAS No. 133,
“Accounting for Derivative Instruments and Hedging Activities”. These commitments provide for
obligations to exchange credit risk or to forfeit principal due, depending on the nature or occurrence of
credit events for the referenced entities. The Company enters into these transactions in order 1o achieve
higher yields than direct investment in referenced entities. The fees for assuming the conditional
commitments are reflected in the interest receipts reported in net investment income over the lives of the
contracts. The fair value of credit guarantees are estimates of the conditional commitments only and are
calculated using quoted market prices or valuation models, which incorporate external market data.

In the event of bankruptcy or other default of the referenced entities, the Company’s maximum
amount at risk, assuming the value of the referenced credits becomes worthless, is the fair value of the
subject fixed income securities, which totaled $151 million at December 31, 2004. The Company includes
the impact of credit guarantees in its analysis of credit risk, and the referenced credits were current to
their contractual terms at December 31, 2004.
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7. Reserve for Property-Liability Insurance Claims and Claims Expense

As described in Note 2, the Company establishes reserves for claims and claims expense on
reported and unreported claims of insured losses. These reserve estimates are based on known facts and
interpretations of circumstances and internal factors including the Company’s experience with similar
cases, historical trends involving claim payment patterns, loss payments, pending levels of unpaid ctaims,
loss management programs and product mix. In addition, the reserve estimates are influenced by external
factors including law changes, court decisions, changes to regulatory requirements, economic conditions,
and public attitudes. The Company, in the normal course of business, may alsc supplement its claims
processes by utilizing third party adjusters, appraisers, engineers, inspectors, other professionals and
information sources to assess and settle catastrophe and non-catastrophe related claims. The effects of
inflation are implicitly considered in the reserving process.

Because reserves are estimates of losses that have occurred, including incurred but not reported
(“IBNR") losses, the establishment of appropriate reserves, including reserves for catastrophes, is an
inherently uncertain and complex process. The ultimate cost of losses may vary materially from recorded
amounts, which are based on management’s best estimates. The Company regularly updates its reserve
estimates as new information becomes available and as events unfold that may affect the resolution of
unsettied claims. Changes in prior year reserve estimates, which may be material, are reflected in the
results of operations in the period such changes are determinable.

Activity in the reserve for property-liability insurance claims and claims expense is summarized as
follows:

(in miltions) 2004 2003 2002
Balance at January 1 $17,714  $16,690 $16,500
Less reinsurance recoverables 1,734 1,672 1,667
Net balance at January 1 15,980 15,018 14,833
incurred claims and claims expense related to:
Current year 18,073 17,031 16972
Prior years (230) 401 685
Total incurred 17,843 17,432 17,657
Claims and claims expense paid related to:
Current year 10,989 10,195 10,598
Prior years 6,073 6,275 6,874
Total paid 17,062 16470 17,472
Net balance at December 31 16,761 15980 15018
Plus reinsurance recoverables 2,577 1,734 1,672
Balance at December 31 $19,338 $17,714 $16,690
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Incurred claims and claims expense represents the sum of paid losses and reserve changes in the
calendar year. This expense includes losses from catastrophes of $2.47 billion, $1.49 billion and
$731 million in 2004, 2003 and 2002, respectively. In 2004, losses from catastrophes includes $2.0 billion,
net of recoveries from the Florida Hurricane Catastrophe Fund (“FHCF™), related to Hurricanes Charley,
Frances, Ivan, and Jeanne (see Note 9). This estimate includes net losses in personal lines auto and
property policies and net losses on commercial policies. Catastrophes are an inherent risk of the
property-liability insurance business that have contributed to, and will continue to contribute to, material
year-tc-year fluctuations in the Company’s results of operations and financial position. The level of
catastrophic loss and weather-related losses (wind, hail, lightning, freeze and water losses) experienced
in any year cannot be predicted and could be material to results of operations and financial position.

Buring 2004, incurred claims and claims expense related to prior years was primarily composed of
increases to asbestos reserves of $463 million, decreases in auto reserves of $657 million due to auto
injury severity development that was better than expected and late reported loss development that was
better than expected due to lower frequency trends in recent years, and decreases in homeowners
reserves of $168 miflion due to late reported loss development that was better than expected.

During 2C03, incurred claims and claims expense related to prior years was primarily composed of
increases to asbestos reserves of $520 million and decreases in auto reserves of $221 million due to
improved auto injury severity development that was better than expected and late reported loss
development that was better than expected.

Buring 2002, incurred claims and claims expense related to prior years was primarily composed of
increases to asbestos reserves of $121 million and increases in homeowners reserves of $367 million
primarily as a result of claim severity development and late reported losses greater than the level
anticipated in previous reserve estimates.

For further discussion of asbestos and environmental reserves, see Note 13.

8. Reserves for Life-Contingent Contract Benefits and Contractholder Funds

At December 31, the reserve for life-contingent contract benefits consists of the following:

(in miilions) 2004 2003
Immediate annuities:
Structured settlement annuities $ 6392 § 5989
Other immediate annuities 2,414 2,376
Traditional life®" 2,144 2,340
Other™® 804 315
Total reserve for life-contingent contract benefits $11,754  $11,020

(1) In 2004, the Company changed its classification of certain products. As a result, $362 million of reserves are classified as Other
at December 31, 2004 that were previously classified as Traditional life. Prior periods have not been restated.
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The following table highlights the key assumptions generally used in calculating the reserve for
life-contingent contract benefits:

Product

Mortality

Interest
rate

Estimation
method

Structured settlement
annuities

Other immediate
annuities

Traditional life

Other:

Variable annuity
guaranteed
minimum death
benefits

Accident & health

U.S. population with
projected calendar year
improvements; age
setforwards for impaired
lives grading to
standard

1883 group annuity
mortality table

Actual company
experience plus loading

90% of 1994 group
annuity reserving table

Actual company
experience plus loading

Interest rate
assumptions range from
4.1% to 11.7%

Interest rate
assumptiens range from
1.9% to 11.5%

Interest rate
assumptions range from
4.000 to 11.3%

7%

Present value of
contractually specified
future benefits

Present value of
expected future benefits
based on historical
experience

Net level premium
reserve method using
the Company’s
withdrawal experience
rates

Projected benefit ratio
applied to cumulative
assessments

Unearned premium;
additional contract
reserves for traditional
life

To the extent that unrealized gains on fixed income securities would result in a premium deficiency
had those gains actually been realized, a premium deficiency reserve has been recorded for certain
immediate annuities with life contingencies. A liability of $1.09 billion and $932 million is included in the
reserve for life-contingent contract benefits with respect to this deficiency as of December 31, 2004 and
2003, respectively. The offset to this liability is recorded as a reduction of the unrealized net capital gains
included in accumulated other comprehensive income.

|

At December 31, contractholder funds consists of the following:

- (in millions) 2004 2003
= Interest-sensitive life $8280 $ 7,536
= Investment contracts:
Fixed annuities 34,637 28,783
Guaranteed investment contracts 485 1,066
Funding agreements backing medium-term notes 10,135 7,256
Other investment contracts 1,332 1,624
Alistate Bank deposits 840 806
Total contractholder funds $55,709 $47,071
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The following table highlights the key cantract provisions relating to contractholder funds:

Product

interest rate

Withdrawal/Surrender charges

Interest-sensitive life

Fixed annuities

Guaranteed investment contracts

Funding agreements backing
medium-term notes

Other investment contracts:
Variable guaranteed minimum
income benefit and
secondary guarantees on
interest-sensitive life and
fixed annuities

Other investment contracts

Allstate Bank

Interest rates credited range
from 2.0% 1o 7.25%

Interest rates credited range
from 1.3% to 11.5% for
immediate annuities and 0% to
16% for fixed annuities {(which
include equity-indexed annuities
whose returns are indexed to the
S&P 500)

Interest rates credited range
from 2.95% to 8.14%

Interest rates credited range
from 2.1% to 7.4% {excluding
currency-swapped medium-term
notes)

Interest rates used in
establishing reserves range from
1.75% to 10.3%

Interest rates credited range
from 2.2% to 2.5%

Interest rates credited range
from 0% to 5.5%

Either a percentage of account
balance or doliar amount grading
off generally over 20 years

Either a declining or a level
percentage charge generally over
nine years or less. Additionally,
approximately 30.5% of fixed
annuities are subject to market
value adjustment for
discretionary withdrawals.

Generally not subject to
discretionary withdrawal

Not applicable

Withdrawal and surrender
charges are based on the terms
of the related interest-sensitive
life or fixed annuity contract.

Not applicable

A percentage of principal
balance for time deposits
withdrawn prior to maturity

Contractholder funds include funding agreements held by VIEs issuing medium-term notes. The VIEs
are Allstate Life Funding, LLC, Alistate Financial Global Funding, LLC, Alistate Life Global Funding and
Allstate Life Global Funding I, and their primary assets are funding agreements used exclusively to back

medium-term note programs.
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Contractholder funds activity for the years ended December 31 is as follows:

(in millions) 2004 2003
Balance, beginning of year $47,071  $40,751
Impact of adoption of SOP 03-1™ : 421 -
Depasits 13,880 10,627
Interest credited to contractholder funds 1,991 1,846
Benefits and withdrawals i (4,167} (3.233)
" Maturities of institutional products 2,518) (2,163)
Transfers to Separate Accounts (412) (416)
Contract charges {655) (622)
Fair value adjustments for institutional products 38 131
Other adjustments ‘ 60 150
Balance, end of year $55,709  $47,071

(1) The increase in contractholder funds due to the adoption of SOP 03-1 refiects the reclassification of certain products previously
included as a component of separate accounts to contractholder funds, the reclassification of DS from contractholder funds to
other assets and the establishment of reserves for certain liabilities that are primarily related to income benefit guarantees
provided under variable annuity contracts and secondary guarantees on interest-sensitive life and certain fixed annuity
contracts.

The table below presents information regarding the Company’s variable contracts with guarantees.
The Company's variable annuity contracts may offer more than one type of guarantee in each contract;
therefore, the sum of amounts listed exceeds the total account balances of variable annuity contracts’
separate accounts with guarantees. :

December 31,

($ in millions) 2004
In the event of death
Account value $ 14,0M
Net amount at risk® o o $ 1,900
Average attained age of contractholders 66 years
At annuitization
Account value $ 3893
Net amount at risk® $ 72
Weighted average waiting period until annuitization options available 7 years
Accumulation at specified dates
Account value $ 582
Net amount at risk® ‘ ‘ v S -
Weighted average waiting period until guarantee date 11 years

(1) Defined as the estimated current guaranteed minimum death benefit in excess of the current account balance at the balance
sheet date.

(2) Defined as the estimated present value of the guaranteed minimum annuity payments in excess of the current account balance.

(3) Defined as the estimated present value of the guaranteed minimum accumulation balance in excess of the current account
balance.

132




The following table summarizes the liabilities for guarantees:

Liability for
guarantees Liability for
related to death Liability for guarantees
benefits and guarantees related to
interest-sensitive  related to income accumulation
(in millions) life products benefits benefits Total
Balance at january 1, 2004 s$118 $41 $ - $159
Less reinsurance recoverables ﬂ) _[_2) - __(1__4)
Net batance at January 1, 2004 106 39 - 145
Incurred guaranteed benefits 41 7 m 47
Paid guarantee benefits _(82) = - _(62)
Net change 21 7 m (15}
Net balance at December 31, 2004 85 46 m 130
Plus reinsurance recoverables 10 = - 10
Balance, December 31, 20040 $ 95 $46 SM $140
(1) Inciuded in the total liability balance are reserves for variable annuity death benefits of $79 million, variable annuity income
benefits of $18 million, variable annuity accumulation benefits of $(1) million and other guarantees of $44 million.
9. Reinsurarce
The effects of reinsurance on property-liability premiums written and earned and life and annuity
premiums and contract charges for the years ended December 31 are as follows:
(in millions) 2004 2003 2002
Property-liabiiity insurance premiums written
Direct $25,262 $23649 $22,438
Assumed 1,711 1,856 1,822
Ceded (442) (318) (343)
Property-liability insurance premiums written, net of reinsurance $26,531 $25,187 $23917
Property-liabiiity insurance premiums earned
Direct $24,574 $23,132 $21,894
Assumed 1,814 1,843 1,804
Ceded (399) (298) (337)
Property-liability insurance premiums earned, net of reinsurance $25,989 524,677 $23,361
Life and annuity premiums and contract charges
Direct $ 2628 $ 2655 $ 2,645
Assumed 52 134 129
Ceded (608) (485) (481)
Life and annuity premiums and contract charges, net of reinsurance $2072 $ 2304 S 2293

Property-liability

Total amounts recoverable from reinsurers at December 31, 2004 and 2003 were $2.73 billion and
$1.90 billion, respectively. The amounts recoverable from reinsurers at December 31, 2004 and 2003
include $150 million and $170 million, respectively, related to property-liability losses paid by the Company
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and billed to reinsurers, and $2.58 billion and $1.73 billion, respectively, estimated by the Company with
respect to ceded unpaid losses (including IBNR), which are not billable until the losses are paid.

Reinsurance recoverable from industry pools and facilities on paid and unpaid claims including IBNR
at December 31, 2004 and 2003 include $831 million and $560 million, respectively, recoverable from the
Michigan Catastrophic Claim Association (“MCCA”). The MCCA established in 1978, is a mandatory
reinsurance mechanism for personal injury protection losses over a retention level that increases each
MCCA fiscal year. The retention levels are $325 thousand per claim and $350 thousand per claim for the
fiscal years ending June 30, 2004 and 2005, respectively. The MCCA is funded by assessments from
member companies who, in turn, can recover the assessment from policyholders.

The Company purchases reinsurance after evaluating the financial condition of the reinsurer, as well
as the terms and price of coverage. Developments in the insurance industry have fostered a movement to
segregate environmental, asbestos and other discontinued lines exposures into separate legal entities
with dedicated capital. Regulatory bodies in certain cases have supported these actions. The Company is
unable to determine the impact, if any, that these developments will have on the collectibility of
reinsurance recoverables in the future. Reinsurance recoverables from asbestos and environmental and
other reinsurers incfude $236 million and $112 miltion of recoverables from Lioyd’s of London at
December 31, 2004 and 2003, respectively. Lioyd's of London implemented a restructuring plan in 1996 to
solidify its capital base and to segregate claims for years prior to 1993. In addition, efforts have been
recently made by Lloyd’s of London to impose increased documentation standards on reinsurance claims.
The impact, if any, of the restructuring and related actions on the collectibility of the recoverable from
Lloyd's of London is uncertain at this time. The recoverable from Lloyd's of London syndicates is-spread
among thousands of investers who have unlimited liability.

Estimates of gross qualifying personal property losses for Charley, Frances and Ivan exceed the
$312 million per occurrence FHCF retention, thus permitting 90% reimbursement of qualifying losses up to
an estimated maximum total for this season of $991 million. Reinsurance recoverables at December 31,
2004 include $486 million recoverable from the FHCF for qualifying property losses related to these
hurricanes. There was no reinsurance recoverable outstanding from the FHCF at December 31, 2003. In
the event of a qualifying catastrophe in the 2005 hurricane season, the Company also has access to
reimbursement provided by the FHCF for 90% of hurricane losses in excess of approximately the first
$342 million for each storm, up to an aggregate of $985 million (90% of approximately $1,094 million) in a
single hurricane season, and $1.97 billion total reimbursement over two hurricane seasaons.

In 2004, Alistate Floridian Insurance Company (“Fioridian™) entered into two reinsurance contracts to
cover losses from future catastrophic events in the state of Florida through May 2005. Allstate Protection
also entered into several three-year cancellable excess of loss reinsurance contracts in 2004 through
broker transactions to reinsure personal property losses for business written in certain states. There were
no reinsurance recoverables outstanding from these reinsurers at December 31, 2004.

In connection with the Company’s acquisition of the personal lines auto and homeowners business
(“Encompass”) of CNA Financial Corporation (“CNA") in 1999, Allstate and Continental Casualty Company
(“Continental™), a subsidiary of CNA, entered into a four-year aggregate stop loss reinsurance agreement.
In connection with this reinsurance agreement, the Company had reinsurance recoverables from
Continental on paid and unpaid losses of $190 million as of December 31, 2003. There was no amount
outstanding in connection with this agreement at December 31, 2004. Additionally, in connection with the
sale of the Company's reinsurance business to SCOR U.S. Corporation in 1996, the Company entered into
a reinsurance agreement for the associated post-1984 reinsurance liabilities.

With the exception of industry pools and facilities and the recoverable balances from Lloyd's of
London, FHCF and Continental discussed above, the largest reinsurance recoverable balance the




Company had cutstanding was $87 million from Employers’ Reinsurance Company at both December 31,
2004 and 2003. No other amount due or estimated to be due from any single property-liability reinsurer
was in excess of $52 million and $57 million at December 31, 2004 and 2003, respectively.

The allowance for uncollectible reinsurance was $230 million and $101 miilion at December 31, 2004
and 2003, respectively, and is primarily related to the Company's discontinued lines and coverages
segment. There were $¢ million and $1 million of deductions related to previous year provisions in 2004
and 2003, respectively.

Allstate Financial

The Company’s Alistate Financial segment reinsures certain of its risks to other insurers primarily
under yearly renewable term, coinsurance, and coinsurance with funds withheld agreements. These
agreements result in 2 passing of the agreed-upon percentage of risk to the reinsurer in exchange for
negotiated reinsurance premium payments. Coinsurance with funds withheld is similar to coinsurance
except that the cash and investments that support the liability for contract benefits are not transferred to
the assuming company and settlements are made on a net basis between the companies. Allstate
Financial cedes 100% of the morbidity risk on its long-term care contracts. Alistate Financial ceded
specified percentages of the mortality risk on certain life policies, depending upon the issue date and
product, to a poocl of thirteen unaffiliated reinsurers. Since November 1998, Alistate Financial ceded
mortality risk on new life contracts that exceeded $2 million per life for individual coverage. For business
sold prior to October 1998, Alistate Financial ceded mortality risk in excess of specific amounts up to
$1 million per life for individual coverage. Also, on certain in-force variable annuity contracts Allstate
Financial cedes 100% of the mortality and certain other risks related to product features.

In addition, Allstate Financial has used reinsurance to effect the acquisition or disposition of certain
blocks of business. As of December 31, 2004, Allstate Financial ceded $169 million to subsidiaries of
Citigroup and Scoitish Re (U.S.) Inc. in connection with the disposition of substantially all of the direct
response distribution business (see Note 3).

As of December 31, 2004, the gross life insurance in force was $431.60 billion of which
$210.01 billion was ceded to the unaffiliated reinsurers.

Reinsurance recoverables at December 31 are summarized in the following table.

Reinsurance
recoverable on
paid and unpaid

claims
(in millions) 2004 2003
Life insurance $1,016 S 836
Long-term care 315 180
Other 271 201
Total Allstate Financial $1,596 $1,217

At December 31, 2004 and 2003, approximately 81% and 97%, respectively, of reinsurance
recoverables are due from companies rated A— or better by S&P.
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10. Deferred Policy Acquisition and Sales Inducement Costs

Deferred policy acquisition costs for the years ended December 31 are as follows:

2004
Allstate  Property-
Gin millions) Fiqancial Liability Total
Balance, beginning of year $3517 $1325 $4,842
Impact of adoption of SOP 03-1® (134) - (134)
Disposition of operation® (238) - (238)
Acquisition costs deferred 918 4,009 4,927
Amortization charged to income (591) (3,874)  (4,465)
Effect of unrealized gains and losses 36 - 36
Balance, end of year $3508  $1,460 S 4,968
2003
Allstate  Property-
(in millions) Financial  Liability Total
Balance, beginning of year $3,205 $1,180 $4,2385
Acquisition costs deferred 816 3,665 4,481
Amortization charged to income (538) (3,520) (4,058}
Effect of unrealized gains and losses 34 - 34
Baiance, end of year $3517 51325 $4,842
2002
Allstate  Property-
(in millions) Financial  Liability Total
Balance, beginning of year $3,286 $ 1,135 S 4,421
Acquisition costs deferred 742 3,261 4,003
Amortization charged to income (478) (3,216) (3,694)
Effect of unrealized gains and losses (345) - (345)
Balance, end of year $3205 $1,180 $4,385

I

(1) The impact of adoption of SOP 03-1 includes a write-down in variable annuity DAC of $108 million, the reclassification of DSI
from DAC to other assets resulting in a decrease to DAC of $44 million, an increase to DAC of $8 million for an adjustment to
the effect of unrealized capital gains and losses and the reclassification of unearned revenue from DAC to contractholder funds
resulting in an increase to DAC of $10 million (see Note 2).

(2) In 2004, DAC was reduced by $238 million related to the disposition of substantially all of Allstate Financial's direct response
distribution business (see Note 3).

Amortization charged to income includes $120 million, $46 million and $2 million in 2004, 2003 and
2002, respectively, due to realized capital gains and losses.




In 2004, DSI and related amortization is classified within the Consolidated Statements of Financial
Position and Operations as other assets and interest credited to cantractholder funds, respectively.
Deferred sales inducement activity for Allstate Financial for the twelve months ended December 31, 2004
was as follows:

(in miliions)

Balance, January 1, 2004" $ 99
Sales inducements deferred 55
Amortization charged to income (45)
Effects of unrealized gains and losses 25
Balance, December 31, 2004 $134

(1) The January 1, 2004 balance includes a $16 million write-down of DSI due to the adoption of SOP 03-1 (see Note 2).

1%. Capital Structure
Debt outstanding

Total debt outsianding at December 31 consisted of the following:

{in millions) , 20064 2003
7.875% Senior Notes, due 20050 $ 900 $ 902
5.375% Senior Notes, due 2006 540 545
7.20% Senior Notes, due 2009® 750 750
8.125% Senior Notes, due 2012® 350 350
5.00% Senior Notes, due 2014M 650 -
6.125% Senior Notes, due 20320 250 250
5.350% Senior Notes, due 20330 400 400
7.83% Junior Subordinated Debentures, due 2045, callable 200 200
7.50% Debentures, due 2013 250 250
8.75% Senior Debentures, due 2018 250 250
6.90% Senior Debentures, due 2038 250 250
Synthetic iease VIE abligations, floating rates, due 2006 117 112
Investment management VIE obligations, floating rates, due 2013 279 691
Structured investment security VIE obligations, due 2007 47 45
Floating rate notes, due 2012 to 2017, callable 57 77
Other various notes, due 2008 ] 1

Total iong-term debt 5291 5,073
Short-term debt® 43 3

Tota!l debt $5,334 $5,076

(1) Senior Notes are subject to redemption at the Company’s option in whole or in part at any time at the greater of either 100% of
the principal amount plus accrued and unpaid interest to the redemption date or the discounted sum of the present values of
the remaining scheduled payments of principal and interest and accrued and unpaid interest to the redemption date.

(2) The Company classifies any borrowings which have a maturity of twelve months or less at inception as short-term debt.
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Total debt outstanding by maturity at December 31 consisted of the following:

(in millions) 2008 2003
Due within one year or less S$a93 § 3
Due after one year through 5 years 1,455 1,605
Due after 5 years through 10 years 1,641 2,064
Due after 10 years through 20 years 295 304
Due after 20 years 1,100 1,700
Total debt $5,334 $5,076

In 2004, the Company issued $650 million of 5.00% senior notes due 2014, the net proceeds of which
will be used for general corporate purposes, including to facilitate the repayment of a portion of the
$900 million of 7.875% senior notes due 2005 at their scheduled maturity on May 1, 2005.

in 2003, the Company issued $400 million of 5.350% senior notes due 2033, the net proceeds of
which were used to redeem the $300 million of 6.75% notes due in 2003 and for general corparate
purposes.

in 1996, the Company issued junior subordinated debentures to Allstate Financing Il (“AF II"), a VIE,
which used the junior subordinated debentures as collateral to issue $200 million of 7.83% mandatarily
redeemable preferred securities of subsidiary trust (“trust preferred securities”) to unrelated third party
investors. Pursuant to the adoption of FIN 46 on July 1, 2003, the Company is not required to consolidate
the VIE because the Company owns none of the variable interests issued by the VIE. AF Il issued 200,000
shares of trust preferred securities at $1,000 per share. The sole assets of AF Il are junior subordinated
debentures issued by the Company. The junior subordinated debentures held by AF Il will mature on
December 1, 2045 and are redeemable by the Company at a liquidation value of $1,039 per share in
whole or in part beginning on December 1, 2006, at which time the trust preferred securities are callabie.
The liquidation value per share gradually declines each year and remains at a liquidation value of $1,000
per share on December 1, 2016. Dividends on the trust preferred securities are cumulative, payable
semi-annuaily in arrears, and are deferrable at the Company’s option for up to 5 years. The obligations of
the Company with respect to the junior subordinated debentures and related instruments constitute full
and unconditional guarantees by the Company of AF lI's obligations under the trust preferred securities,
including the payment of the liquidation or redemption price and any accumulated and unpaid interest
and yield enhancements, but only to the extent of funds held by the trust.

Allstate will be prohibited from paying dividends on its common stack and any preferred stock that it
may issue, or repurchasing capital stock if the Company elects to defer dividend payments on these
preferred securities. Dividends on the preferred securities have been reported as interest expense in the
Consolidated Statements of Operations for the twelve months of 2004 and the last six manths of 2003,
and were classified as minority interest and reported as dividends on preferred securities of subsidiary
trust in the Consolidated Statements of Operations during 2002 and the first six months of 2003.

Pursuant to the adoption of FIN 46 in 2003, the Company is the primary beneficiary of a consolidated
VIE used to acquire a headquarters office building and up to 38 automotive collision repair stores
{(“synthetic lease VIE™). The Company’s Consolidated Statements of Financial Position include $117 million
and $112 million of praperty and equipment, net, and long-term debt as of December 31, 2004 and 2003,
respectively. Beginning July 1, 2003, payments previously reported as operating costs and expenses are
classified as interest expense.

As of December 31, 2003, the Company was also the primary beneficiary of two previously
unconsolidated investment management VIEs and, as a result of consolidation pursuant to FIN 46R, the
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Company recognized a cumulative effect adjustment gain of approximately $3 million, after-tax, in 2003. In
February 2004, the Company disposed of a portion of its equity investment in one of the consolidated
investment management VIEs, which resulfted in deconsolidation of that VIE in the first quarter of 2004
(see Necte 3). The Company's Consolidated Statements of Financial Position include $304 miliion and

$725 miltion of assets (5296 million and $663 million of which are classified as investments) and
long-term debt of $279 million and $691 million as of December 31, 2004 and 2003, respectively. Despite
the consolidation of the debt issued by the investment management VIEs, those investors have no
recourse to the equity of the Company as the sole source of payment of the liabilities is the assets of the
investment management VIEs. Allstate’s maximum loss exposure related to its investment in the
investment management VIEs is the current carrying value of its equity investment, which totated

$11 million and $12 million at December 31, 2004 and 2003, respectively.

The Company is also the primary beneficiary of a consolidated structured investment security VIE.
The Company's Consolidated Statements of Financial Position include $54 million and $53 million of
investments and long term debt of $47 million and $45 million as of December 31, 2004 and 2003,
respectively. The holders of the consolidated long-term debt have no recourse to the equity of the
Company as the sole scurce of payment is the assets of the VIE.

To manage short-term liquidity, Allstate can issue commercial paper, draw on its credit facilities, and
engage in securities repurchase and resale agreements (see Note 2). The Company currently maintains
two credit facilities as a potential source of funds for The Allstate Corporation, AIC and ALIC. These
include a $1 billion five-year revolving line of credit expiring in 2008 and a $50 million one-year revolving
line of credit expiring in 2005. The five-year facility contains an increase provision that would make up to
an additional $500 million available for borrowing provided the increased portion could be fully syndicated
at a later date among existing or new lenders. The right to borrow from the five-year facility is subject to
a requirement to maintain a 37.5% debt to capital resources ratio as defined in the agreements. Although
the right to berrow under the five-year facility is not subject to a minimum rating requirement, the costs
of maintaining the five-year facility and borrowing under it are based on the ratings of our senior,
unsecured, nonguaranteed long-term debt. No amounts were outstanding under any of these lines of
credit during 2004 and 2003. The Company had $43 million of commercial paper outstanding at
December 31, 2004 with a weighted average interest rate of 2.22% and no outstanding balance as of
December 31, 2003. The Company paid $301 million, $269 million and $269 million of interest on debt in
2004, 2003 and 2002, respectively.

At December 31, 2004, the Company may issue up to an additional $2.15 billion of debt securities,
equity securities, warrants for debt and equity securities, trust preferred securities, stock purchase
contracts and stock purchase units under the $2.80 billion shelf registration filed with the Securities and
Exchange Commission in 2003.

Capital stock

The Company had 800 million shares of issued common stock of which 683 million were outstanding
and 217 million were held in treasury as of December 31, 2004. In 2004, the Company repurchased
29.4 million shares at an average cost of $46.78.

Shareholder rights agreement

In 2003, the Company terminated its Shareholder Rights Agreement and redeemed the “Rights” at a
price of $0.01 per Right (approximately $7 million), which was paid on January 2, 2004. The Rights
Agreement, under which all shareholders received a dividend distribution of one Right on each
outstanding share of the Company’s common stock, would have expired on February 12, 2009.
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12. Company Restructuring

Restructuring and related charges include employee termination and relocation benefits, post-exit
rent expenses, and a non-cash charge resulting from pension benefit payments made to agents in
connection with the 1999 recrganization of Allstate’s multiple agency programs to a single exclusive
agency program.

In 2003, the Company completed the restructuring program initiated in 2001 to improve the efficiency
of its claims handling and certain other back-office processes primarily through a consolidation and
reconfiguration of field claim offices, customer information centers and satellite offices (“2001 program”).
The 2001 program resulted in a reduction of the total number of field claim offices and an increase in the
average size of individual claim offices. In addition, two customer information centers and two satellite
offices were closed. As part of the 2001 program, employees working in facilities selected for closure
were given the option to either relocate or collect severance benefits. The Company realized
approximately $175 million of annual pre-tax expense savings as a result of implementing the 2001
program.

In addition, the Company undertakes various initiatives to reduce expenses and/or increase
productivity (“other programs™). The other programs generally involve a reduction in staffing levels, and in
certain cases, office closures.

The following table illustrates the inception to date change in the restructuring liability at
December 31, 2004:

Employee Exit Tota!
costs costs liability

(in millions)
2001 program:

2001 program liability at inception $ 17 $79 $96
Net adjustments to liability 5 8) 3
Payments applied against the liability (22 (69) (9
2001 program liability at December 31, 2004 - 2 2
Other programs:
Other programs liability at inception 35 17 52
Payments applied against the liability @y (0 @1
Other programs liability at December 31, 2004 14 721
Balance at December 31, 2004 S 14 $9 s$23

in 2004, the Company eliminated the remaining $10 million of an accrual established in prior years
for post-exit rent expenses as a result of the Company's ability to occupy the previously vacant leased
space for the remainder of the lease term.

The payments applied against the liability for empioyee costs primarily reflect severance costs, and
the payments for exit costs generally consist of post-exit rent expenses and contract termination
penalties.

13. Commitments, Guarantees and Contingent Liabilities

Leases

The Company leases certain office facilities and computer equipment. Total rent expense for all
leases was $367 million, $367 miilion and $425 miilion in 2004, 2003 and 2002, respectively.
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Minimum rental commitments under noncancelable capital and operating leases with an initial or
remaining term of more than one year as of December 31, 2004 are as follows:

Capital Operating

(in miliions) leases leases
2005 $2 5220
2006 2 163
2007 2 116
2008 2 85
2008 2 70
Thereafter 24 162

$34 $816
Present value of minimum lease payments $18

Il

California Earthguake Authority

Exposure to certain potential losses from earthquakes in California is limited by the Company’s
participation in the California Earthquake Authority (“CEA”), which provides insurance for California
earthquake losses. The CEA is a privately-financed, publicly-managed state agency created to provide
insurance coverage for earthguake damage. Insurers selling homeowners insurance in California are
required to offer earthquake insurance to their customers either through their company or by participation
in the CEA. The Company’s homeowners policies continue to include coverages for losses caused by
explosions, theft, glass breakage and fires following an earthquake, which are not underwritten by the
CEA.

Should losses arising from an earthquake cause a deficit in the CEA, additional funding would be
obtained through assessments on participating insurance companies and reinsurance proceeds.
Participating insurers are required to pay an assessment, currently estimated not to exceed $2.18 billion, if
the capital of the CEA falls below $350 million. Participating insurers are required to pay a second
assessment, currently estimated not to exceed $1.46 billion, if aggregate CEA earthquake losses exceed
$5.14 billion and the capital of the CEA falls below $350 million. At December 31, 2004, the CEA's capital
balance was approximately $1.81 billion. If the CEA assesses its member insurers for any amount, the
amount of future assessments on members is reduced by the amounts previously assessed. To date, the
only assessment made by the CEA has been its initial assessment paid by participating insurers
beginning in 1996. The authority of the CEA to assess participating insurers for the first assessment
expires when it has completed twelve years of operation, at year-end 2008. All future assessments on
participating CEA insurers are based on their CEA insurance market share as of December 31 of the
preceding vear. As of December 31, 2003, the Company's share of the CEA was 23%. Alistate does not
expect its CEA market share to materially change. At this level, the Company’s maximum possible CEA
assessment would be $830 million. However, Allstate does not expect its portion of these additional
contingent assessments, if any, to exceed $498 million, its share of the first assessment. This is based on
the low likelihocod of an event exceeding the CEA claims paying capacity of $5.14 billion, and therefore
the need for 2 second assessment is remote. Management believes Allstate’s exposure to earthquake
losses in California has been significantly reduced as a result of its participation in the CEA.

Florida hursicane assessments

Floridian and Alistate Floridian Indemnity Company ("AFI") sell and service Allstate’s Florida
residential property policies and have access to reimbursements on certain qualifying Florida hurricane
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losses (see Note 9), as well as exposure to assessments from the FHCF. The FHCF has the authority to
issue bonds to pay its obligations to participating insurers in excess of its capital balances, which are
funded by assessments on all property and casualty premiums in the state, except workers’
compensation, medical malpractice and accident and health insurance. By law, these assessments are the
obligation of insurance policyholders, which insurance companies must collect. The FHCF assessments
are limited to 6% of premiums per year beginning the first year in which reimbursements require bonding,
and up to a total of 10% of premiums per year for assessments in the second and subsequent years, if
required to fund additional bonding. Upon the order of the Florida Office of Insurance Regulation

(‘FL OIR™), companies are required to collect the FHCF assessments directly from residential property
policyholders and remit them to the FHCF as they are collected.

In addition, Floridian and AFl are subject to assessments from Citizens Property Insurance
Corporation (“Citizens™), which was created by the state of Florida to provide insurance to property
owners unable to obtain coverage in the private insurance market. Citizens, at the discretion and direction
of its Board of Directors, can levy a Regular Assessment on participating companies for a deficit in any
calendar year equal to the greater of 10% of the deficit or 10% of Florida property premiums
industry-wide for the prior year. An insurer may recoup a Regular Assessment through a surcharge to
policyholders subject to a cap on the amount that can be charged in any one year. A rate filing or any
portion of a rate change attributable entirely to an assessment is subject to the FL OIR’s statutory
authority to review the “adequacy” of any rate at any time. If a deficit remains after the Regular
Assessment, Citizens can also fund the remaining deficit by issuing bonds. The costs of these bonds are
then funded through Emergency Assessments in subsequent years. Companies are required to collect the
Emergency Assessments directly from residential property policyholders and remit them to Citizens as
they are collected. Participating companies are obligated to purchase any unsold bonds issued by
Citizens. In order to recoup its Citizens assessment, an insurer must file for a policy surcharge with the
FL OIR at least 15 days prior to imposing the surcharge on policies.

While facilities such as the FHCF and Citizens are designed so that the ultimate cost is borne by
policyholders, the exposure to assessments and the availability of recoveries from these facilities may not
offset each other. Moreover, even if they do offset each other, they may not offset each other in the same
fiscal period’s financial statements. This would be due to the ultimate timing of the assessments and
recoupments, as well as the possibility of policies not being renewed in subsequent years. Citizens is
expected to report higher losses from the hurricanes that struck Florida in the third quarter of 2004. lts
Board of Directors is meeting in March 2005 to review its financial condition and determine if it will
assess the industry.

Other hurricane exposure

The Company has also mitigated its ultimate exposure to hurricanes by placing insurance coverage
with a third party; examples include insurance coverage in areas of Florida where Floridian and AFl do
not write homeowners insurance and in Hawaii for hurricane insurance coverage to a non-affiliated
company.

Shared markets

As a condition of maintaining its licenses to write personal property and casualty insurance in
various states, the Company is required to participate in assigned risk plans, reinsurance facilities and
joint underwriting associations that provide various types of insurance coverage to individuals or entities
that otherwise are unable to purchase such coverage from private insurers. Underwriting results related to
these arrangements, which tend to be adverse, have been immaterial to the results of operations.

142




Guaranty funds

Under state insurance guaranty fund laws, insurers doing business in a state can be assessed, up to
prescribed limits, for certain obligations of insolvent insurance companies to policyholders and- claimants.
The Company's policy is to accrue assessmenis as the related written premium upon which the
assessment is based is written. The Company’s expenses related to these funds have totaled $58 million,
$61 million and $38 million in 2004, 2003 and 2002, respectively.

PMI runoff support agreement

The Company has certain limited rights and obligations under a capital support agreement (‘Runoff
Support Agreement”} with PMI Mortgage insurance Company (‘PMI"™), the primary operating subsidiary
of PMi Group. Under the Runoff Support Agreement, the Company would be required to pay claims on
PMI policies written prior to October 28, 1994 if PMI fails certain financial covenants and fails to pay
such claims. In the event any amounts are so paid, the Company would receive a commensurate amount
of preferred stock or subordinated debt of PMI Group or PMI. The Runoff Support Agreement also
restricts PMV's ability to write new business and pay dividends under certain cifcumstances. Management
does not believe this agreement will have a material adverse effect on results of operations, liquidity or
financial position of the Company.

Guarantees

The Company provides residual value guarantees on Company leased automobiles. If ail outstanding
leases were terminated effective December 31, 2004, the Company’s maximum obligation pursuant to
these guarantees, assuming the automobiles have no residual value, would be $19 million at
December 31, 2004. The remaining term of each residual value guarantee is equal to the term of the
underlying lease that range from less than one year to three years. Historically, the Company has not
made any material payments pursuant to these guarantees.

The Company owns certain fixed income securities that obligate the Company to exchange credit risk
or to forfeit principal due, depending on the nature or occurrence of specified credit events for the
referenced entities. In the event all such specified credit events were to occur, the Company’s maximum
amount at risk on these fixed income securities, as measured by their par value was $151 million at
December 31, 2004. The obligations associated with these fixed income securities expire at various times
during the next seven years.

Lincoln Benefit Life Company (“LBL™), a wholly owned subsidiary of ALIC, has issued universal life
insurance contracts 1o third parties who finance the premium payments on the universal life insurance
contracts through a commercial paper program. LBL has issued a repayment guarantee on the
outstanding commercia! paper balance that is fully collateralized by the cash surrender value of the
universal life insurance contracts. At December 31, 2004, the amount due under the commercial paper
program is $301 million and the cash surrender value of the policies is $305 million. The repayment
guarantee expires April 30, 2006.

In the normal course of business, the Company provides standard indemnifications to counterparties
in contracts in connection with numerous transactions, including acquisitions and divestitures. The types
of indemnifications typically provided include indemnifications for breaches of representations and
warranties, taxes and ceriain other liabilities, such as third party lawsuits. The indemnification clauses are
often standard contractual terms and were entered into in the normal course of business based on an
assessment that the risk of loss would be remote. The terms of the indemnifications vary in duration and
nature. In many cases, the maximum obligation is not explicitly stated and the contingencies triggering
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the obligation to indemnify have not occurred and are not expected to occur. Consequently, the maximum
amount of the obligation under such indemnifications is not determinable. Historically, the Company has
not made any material payments pursuant to these obligations.

The aggregate liability balance related to all guarantees was not material as of December 31, 2004.

Regulation

The Company is subject to changing social, economic and regulatory conditions. Recent state and
federal regulatory initiatives and proceedings have included efforts to influence and restrict premium
rates in a manner adverse to insurers, restrict the ability of insurers to cancel policies, limit insurers’
ability to impose underwriting standards, impose additional regulations regarding agent and broker
compensation and otherwise expand overall regulation of insurance products and the insurance industry.
The uitimate changes and eventual effects of these initiatives on the Company’s business, if any, are
uncertain.

Regulatory bodies have contacted various subsidiaries of the Company and have requested
information relating to variable insurance products, inciuding such areas as market timing and late
trading and sales practices. The Company believes that these inquiries are similar to those made to many
financial services companies as part of an industry-wide investigation by various regulatory agencies into
the practices, policies and procedures relating to variable insurance products sales and subaccount
trading practices. The various subsidiaries of the Company have and will continue to respond to these
information requests and investigations. The Company at the present time is not aware of any systemic

- problems with respect to such matters that may have a material adverse effect on the Company's

consolidated financial position.

Legal proceedings
Background

The Company and certain of its subsidiaries are named as defendants in a number of lawsuits and
other legal proceedings arising out of various aspects of its business. As background to the
“Proceedings” sub-section below, please note the following:

o These matters raise difficult and complicated factual and legal issues and are subject to many
uncertainties and complexities, including but not limited to, the underlying facts of each matter,
novel legal issues, variations between jurisdictions in which matters are being litigated, differences
in applicable laws and judicial interpretations, the length of time before many of these matters
might be resolved by settlement or through litigation and, in some cases, the timing of their
resolutions relative to other similar cases brought against other companies, the fact that many of
these matters are putative class actions in which a class has not been certified and in which the
purported class may not be clearly defined, the fact that many of these matters involve multi-state
class actions in which the applicable law(s) for the claims at issue is in dispute and therefore
unclear, and the current challenging legal environment faced by large corporations and insurance
companies.

e |n these matters, plaintiffs seek a variety of remedies including equitable relief in the form of
injunctive and other remedies and monetary relief in the form of contractual and extra-contractual
damages. In some cases, the monetary damages sought include punitive or treble damages or are
not specified. Often more specific information beyond the type of relief sought is not available
because plaintiffs have not requested more specific relief in their court pleadings. In those cases
where plaintiffs have made a specific demand for monetary damages, they often specify damages
just below a jurisdictional limit regardless of the facts of the case. This represents the maximum




they can seek without risking removal from state court to federal court. In our experience,
monetary demands in plaintiffs’ court pleadings bear little relation to the ultimate loss, if any, to
the Company. '

® For the reasons specified above, it is not possible to make meaningful estimates of the amount or
range of foss that could result from these matters at this time. The Company reviews these matters
on an on-going basis and follows the provisions of SFAS No. 5, “Accounting for Contingencies”
when making accrual and disclosure decisions. When assessing reasonably possible and probable
outcames, the Company bases its decisions on its assessment of the ultimate outcome following
all appeals.

¢ In the opinion of the Company's management, while some of these matters may be material to the
Company’s operating results for any particular period if an unfavorable outcome results, none will
have a material adverse effect on the consolidated financial condition of the Company.

Proceedings

There are two active nationwide class action lawsuits against Alistate regarding its specification of
after-market (non-original equipment manufacturer) replacement parts in the repair of insured vehicles.
One of thase suits alleges that the specification of such parts constitutes breach of contract and fraud,
and this suit mirrors ¢ a large degree lawsuits filed against other carriers in the industry. These plaintiffs
allege that after-market parts are not “of like kind and quality” as required by the insurance policy, and
they are seeking actual and punitive damages. The Company has been vigorously defending this lawsuit,
but its outceme is uncertain. In the second lawsuiit, plaintiffs allege that Allstate and three co-defendants
have violated federal antitrust laws by conspiring to manipulate the price of auto physical damage
coverages in such a way that not all savings realized by the use of aftermarket parts are passed on to
the policyholders. These plaintiffs seek actual and treble damages. In November 2002, a nationwide class
was certified in this case. The defendants filed a petition to appeal the class certification. The Eleventh
Circuit Court of Appeals did not reach the question of class certification, but ruled in favor of the
defendants and ordered the lower court to dismiss the case on the grounds that under the McCarran-
Ferguson Act, the defendants’ alleged actions are not covered by the federal antitrust laws. The plaintiffs
filed @ motion for reconsideration, which was denied by the court on January 25, 2005. The Company is
awaiting further actions, if any, by the plaintiffs.

There are several statewide and nationwide class action lawsuits pending against Allstate alleging
that its failure to pay “inherent diminished value” to insureds under the collision, comprehensive,
uninsured motorist property damage, or auto property damage liability provisions of autc policies
constitutes breach of contract and fraud. Plaintiffs define “inherent diminished value” as the difference
between the market value of the insured automobile before an accident and the market value after repair.
Plaintiffs allege that they are entitled to the payment of inherent diminished value under the terms of the
policy. To a large degree, these lawsuits mirror similar lawsuits filed against other carriers in the industry.
These lawsuits are pending in various state and federal courts, and they are in various stages of
development. Classes have been certified in only two cases. Both are multi-state class actions. A trial in
one of these multi-state class action cases involving collision and comprehensive coverage concluded on
April 28, 2004, with a jury verdict in favor of the Company. The plaintiffs made a motion for a new trial,
which was denied, and have now filed an appeal from the judgment. In the other certified class action
lawsuit, which involves uninsured motorist property damage coverage, the appeilate court has granted the
Company’s petition for review of the order of certification. The Company has been vigorously defending
all of these lawsuits and, since 1998, has been implementing policy language in more than 40 states

Notes
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reaffirming that its collision and comprehensive coverages do not include diminished value claims. The
outcome of these disputes remains uncertain.

There are a number of state and nationwide class action lawsuits pending in various state courts
challenging the legal propriety of Allstate’s medical biil review processes on a number of grounds,
including, among other things, the manner in which Allstate determines reasonableness and necessity.
One nationwide class action has been certified. These lawsuits, which to a large degree mirror similar
lawsuits filed against other carriers in the industry, allege these processes result in a breach of the
insurance policy as well as fraud. Plaintiffs seek monetary damages in the form of contractual and extra-
contractual damages. The Company denies those allegations and has been vigorously defending these
lawsuits. The outcome of these disputes is currently uncertain.

A number of nationwide and statewide putative class actions are pending against Allstate, which
challenge-Allstate's use of certain automated database vendors in valuing total loss automobiles. To a
large degree, these lawsuits mirror similar lawsuits filed against other carriers in the industry. Plaintiffs
allege that flaws in these databases result in valuations to the detriment of insureds. The plaintiffs are
seeking actual and punitive damages. The fawsuits are in various stages of development and Alistate has
been vigorously defending them, but the outcome of these disputes is currently uncertain.

The Company is defending a putative nationwide class action that alleges that the Company
discriminates against non-Caucasian policyholders, through underwriting and rate-making practices
including the use of credit by charging them higher premiums. The plaintiffs seek both monetary relief, in
the form of actual and punitive damages, and equitable relief, in the form of injunctive and other
remedies. The Company is also defending a putative statewide class action challenging its use of credit
under certain state insurance statutes. These plaintiffs seek monetary and equitable relief. The Company
removed the case to Federal Court. Plaintiff's motion to remand to state court was denied and is now
being appealed. The Company denies these allegations and has been vigorously defending these lawsuits.
The cutcome of these disputes is currently uncertain.

Alistate is defending various lawsuits involving worker classification issues. These lawsuits include a
number of putative class actions and one certified class action challenging the overtime exemption
claimed by the Company under the Fair Labor Standards Act or state wage and hour laws. In the one
certified class action, the trial court has found Allstate liable and the case will proceed to trial on
damages. In these cases, Plaintiffs seek monetary relief, such as penalties and liquidated damages, and
non-monetary relief, such as injunctive relief and an accounting. These class actions mirror similar
lawsuits filed recently against other carriers in the industry and other employers. A putative nationwide
class action filed by former empioyee agents also includes a worker classification issue; these agents are
challenging certain amendments to the Agents Pension Plan and are seeking to have exclusive agent
independent contractors treated as employees for benefit purposes. This matter was dismissed with
prejudice in late March 2004 by the trial court but is the subject of further proceedings on appeal.
Allstate has been vigorously defending these and varicus other worker classification lawsuits. The
outcome of these disputes is currently uncertain.

The Company is defending certain matters relating to the Company’s agency program reorganization
announced in 1999. These matters include a lawsuit filed in December 2001 by the U.S. Equal
Employment Opportunity Commission (“EEOC") alleging retaliation under federal civil rights laws, a class
action filed in August 2001 by former employee agents alleging retaliation and age discrimination under
the Age Discrimination in Employment Act, breach of contract and ERISA violations, and a lawsuit filed in
October 2004 by the EEOC alleging age discrimination with respect to a policy limiting the rehire of
agents affected by the agency program reorganization. The Company is also defending anather action, in
which a class was certified in June 2004, filed by former employee agents who terminated their
employment prior to the agency program reorganization. These plaintiffs have asserted claims under
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ERISA and for constructive discharge, and are seeking the benefits provided in connection with the
reorganization. [n late March 2004, in the first EEQOC lawsuit and class action lawsuit, the trial court
issued 2 memorandum and order that, among other things, certified classes of agents, including a
mandatory class of agents who had signed a release, for purposes of effecting the court’s declaratory
judgment that the release is voidable at the option of the release signer. The court also ordered that an
agent who voids the release must return to Allstate “any and all benefits received by the [agent] in
exchange for signing the release.” The court also “concluded that, on the undisputed facts of record,
there is no basis for claims of age discrimination.” The EEOC and plaintiffs have asked the court to clarify
and/or reconsider its memorandum and order. The case otherwise remains pending. A putative
nationwide class action has also been filed by former employee agents alleging various violations of
ERISA. This matter was dismissed with prejudice in late March 2004 by the trial court but is the subject
of further proceedings on appeal. In these maiters, plaintiffs seek compensatory and punitive damages,
and equitable relief. Allstate has been vigorously defending these lawsuits and other matters related to its
agency program reorganization. In addition, Alistate is defending certain matters relating to its life agency
program recrganization announced in 2000. These matters include an investigation by the EEOC with
respect to allegations of age discrimination and retaliation. Allstate is cooperating with the agency
investigation and will continue to vigorously defend these and other claims related to the life agency
program reorganization. The outcome of these disputes is currently uncertain.

The Company is defending a number of lawsuits brought by plaintiffs challenging trading restrictions
the Company adopted in an effort to limit market-timing activity in its variable annuity sub-accounts. In
one case, plaintiffs’ motion for summary judgment on their breach of contract claims was granted and the
matter will proceed to trial on damages. In these various lawsuits, plaintiffs seek a variety of remedies
including monetary and equitable relief. The Company has been vigorously defending these matters, but
their outcome is currently uncertain.

Other Matters

The Company and some of its agents and subsidiaries have received interrogatories and demands to
produce information from several regulatory and enforcement authorities. These authorities are seeking
information relevant to on-going investigations into the possible violation of antitrust or insurance laws by
unnamed parties and, in particular, are seeking information as to whether any person engaged in
activities for the purpose of price fixing, market allocation, or bid rigging. Published press reports have
indicated that numerous demands of this nature have been sent to insurance companies as part of
industry-wide investigations. The Company has cooperated and intends to continue to cooperate with
these and any similar requests for information.

Various other legal and regulatory actions are currently pending that involve the Company and
specific aspects of its conduct of business. Like other members of the insurance industry, the Company is
the target of a number of class action lawsuits and other types of litigation, some of which involve-claims
for substantial or indeterminate amounts. This litigation is based on a variety of issues and targets a
range of the Company’s practices. The outcome of these disputes is currently unpredictable. However, at
this time, based on their present status, it is the opinion of management that the ultimate liability, if any,
in one or more of these other actions in excess of amounts currently reserved is not expected to have a
material effect on the results of operations, liquidity or financial position of the Company.
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Asbestos and environmental

Establishing net loss reserves for asbestos, environmental and other discontinued lines claims is
subject to uncertainties that are greater than those presented by other types of claims. Among the
complications are lack of historical data, long reporting delays, uncertainty as to the number and identity
of insureds with potential exposure, unresolved legal issues regarding policy coverage, unresolved legal
issues regarding the determination, availability and timing of exhaustion of policy limits, evolving and
expanding theories of liability, availability and collectibility of recoveries from reinsurance, retrospectively
determined premiums and other contractual agreements, and estimating the extent and timing of any
contractual liability, and other uncertainties. There are complex legal issues concerning the interpretation
of various insurance policy provisions and whether those losses are covered, or were ever intended to be
covered, and could be recoverable through retrospectively determined premium, reinsurance or other
contractual agreements. Courts have reached different and sometimes inconsistent conclusions as to
when losses are deemed to have occurred and which policies provide coverage; what types of losses are
covered; whether there is an insurer obligation to defend; how policy limits are determined; how policy
exclusions and conditions are applied and interpreted; and whether clean-up costs represent insured
property damage. Management believes these issues are not likely to be resolved in the near future, and
the ultimate cost may vary materially from the amounts currently recorded resulting in an increase in loss
reserves.

Allstate’s reserves for asbestos claims were $1.46 billion and $1.08 billion, net of reinsurance
recoverables of $963 million and $504 million at December 31, 2004 and 2003, respectively. Reserves for
environmental claims were $232 million and $257 million, net of reinsurance recoverables of $49 million
and $58 million at December 31, 2004 and 2003, respectively. Approximately 62% and 60% of the total net
asbestos and environmental reserves at December 31, 2004 and 2003, respectively, were for incurred but
not reported estimated losses.

Management believes its net loss reserves for environmental, asbestos and other discontinued lines
exposures are appropriately established based on available facts, technology, laws and regulations.
However, due to the inconsistencies of court coverage decisions, unresolved legal issues regarding policy
coverage, unresolved legal issues regarding the determination, availability and timing of exhaustion of
policy limits, plaintiffs’ evolving and expanded theories of liability, the risks inherent in major litigation,
availability and collectibility of recoveries from reinsurance, retrospectively determined premiums and
other contractual agreements, and estimating the extent and timing of any contractual liability, and other
uncertainties, the uiltimate cost of these claims may vary materially from the amounts currently recorded,
resulting in an increase in loss reserves. In addition, while the Company believes that improved actuarial
techniques and databases have assisted in its ability to estimate asbestos, environmental, and other
discontinued lines net loss reserves, these refinements may subsequently prove to be inadequate
indicators of the extent of probable losses. Due to the uncertainties and factors described above,
management believes it is not practicable to develop a meaningful range for any such additional net loss
reserves that may be required.

14. Income Taxes

The Company and its eligible domestic subsidiaries file a consolidated federal income tax return. Tax
liabilities and benefits realized by the consolidated group are allocated as generated by the respective
entities. Tax liabilities and benefits of ineligible domestic subsidiaries are computed separately based on
taxable income of the individual subsidiary and reported on separate federal tax returns.

The Internal Revenue Service ("IRS”) has completed its review of the Company’s federal income tax
returns through the 1996 tax year. Any adjustments that may result from IRS examinations of tax returns
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are not expected to have a material impact on the financial position, liquidity or results of operations of

the Company.

The components of the deferred income tax assets and liabilities at December 31 are as follows:

(in millions) 2004 2003
Deferred assets
Discount on loss reserves S 444 § 452
Unearned premium reserves 675 620
Life and annuity reserves 975 734
Other postretirement benefits 264 249
Other assets 478 488
Total deferred assets 2,836 2,543
Deferred liabilities
Deferred policy acquisition costs (1.557)  (1,549)
Unrealized net capital gains (1,609) (1,679)
Pension (267) (237)
Other liabilities (232) (81
Total deferred liabilities (3,665) (3,646)
Net deferred liability S (829) $(1,103)

Although realization is not assured, management believes it is more likely than not that the deferred
tax assets, net of valuation allowances, will be realized based on the assumption that certain levels of
income will be achieved. The total amount of the valuation allowance reducing deferred tax assets was
$2 million and $8 million at December 31, 2004 and 2003, respectively.

The components of income tax expense for the years ended December 31 are as follows:

2004 2003 2002

(i millions)

Current $1,280 $538 $(8)

Deferred (60) 308 73
Total income tax expense $1,230 $846  $65

The Company paid income taxes of $1.21 billion and $279 million in 2004 and 2003, respectively, and
received net income tax refunds of $14 million in 2002. The Company had a current income tax payable
of $145 million and $125 million at December 31, 2004 and 2003, respectively.

A reconciliation of the statutory federal income tax rate to the effective income tax rate on income
from operations for the years ended December 31 is as follows:

2004 2003 2002

Statutory federal income tax rate 3500 350% 35.0%
Tax-exempt income (7.4) 9.1} (20.0)
Adjustment to prior year tax liabilities (0.2) (1.8) (8.5)
Other (0.6) (0.6) (2.2)
Effective income tax rate 268%  23.7% 4.3%
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Prior to January 1, 1984, ALIC and certain other life insurance subsidiaries included in the Alistate
Financia! segment were entitled to exclude certain amounts from taxabie income and accumulate such
amounts in a “policyholder surplus” account. Pursuant to the American Jobs Creation Act of 2004 (“the
2004 Act™), ALIC and the affected subsidiaries can reduce the policyholders surplus account in 2005 and
2006 without incurring any tax liability. The aggregate balance in this account at December 31, 2004 was
$103 million, which prior to the 2004 Act would have resulted in federal income taxes payable of
$36 million if such amounts had been distributed or deemed distributed from the policyholders surplus
account. No provision for taxes has ever been made for this item since the affected subsidiaries had no
intention of distributing such amounts. ALIC and the affected subsidiaries expect to utilize this provision,
thereby eliminating or substantially reducing this potential tax liability.

15. Statutory Financial Information

Allstate’s domestic property-fiability and life insurance subsidiaries prepare their statutory-basis
financial statements in conformity with accounting practices prescribed or permitted by the insurance
department of the applicable state of domicile. Prescribed statutory accounting practices include a variety
of publications of the NAIC, as well as state laws, regulations and general administrative rules. Permitted
statutory accounting practices encompass all accounting practices not so prescribed.

All states require domiciled insurance companies to prepare statutory-basis financial statements in
conformity with the NAIC Accounting Practices and Procedures Manual (“Codification™), subject to any
deviations prescribed or permitted by the applicable insurance commissioner and/or director.

-Statutory accounting practices primarily differ from GAAP since they require charging policy
acquisition and certain sales inducement costs to expense as incurred, establishing life insurance
reserves based on different actuarial assumptions, and valuing investments and estabiishing deferred
taxes on a different basis.

Statutory net income and capital and surplus of Alistate’s domestic insurance subsidiaries,
determined in accordance with statutory accounting practices prescribed or permitted by insurance
reguiatory authorities are as follows:

Net income Capital and Surplus
(in millions) 2004 2003 2002 2004 2003
Amounts by major business type:
Property-Liability $3,334 $2976 51,626 S$13,111  $12,541
Alistate Financial 294 605 92 3,804 3,746
Amount per statutory accounting practices $3,628 $3,581 51,718 $16915 516,287

The Property-Liability statutory capital and surplus balances above exclude wholly-owned subsidiaries
included in the Alistate Financial segment.

Dividends

The ability of the Company to pay dividends is dependent on business conditions, income, cash
requirements of the Company, receipt of dividends from AIC and other relevant factors. The payment of
shareholder dividends by AIC without the prior approvai of the state insurance regulator is limited to
formula ameunts based on net income and capital and surplus, determined in conformity with statutory
accounting practices, as well as the timing and amount of dividends paid in the preceding twelve months.
Notification and approval of inter-company lending activities is also required by the Illinois Department of
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insurance (“IL DGI") for transactions that exceed a level that is based on a formula using statutory
admitted assets and statutory surplus.

In the tweive-month period beginning January 1, 2004, AIC paid dividends of $2.49 billion, which was
less than the maximum amount allowed under lilinois insurance law, without the prior approval of the 1L
DOl based on 2003 formula amounts. Based on 2004 AIC statutory net income, the maximum amount of
dividends A!C will be able to pay without prior IL DOl approval at a given peint in time during 2005 is
$3.86 billion, less dividends paid during the preceding twelve months measured at that point in time.

16. Benefit Plans
Pension and other postretirement plans

Defined benefit pension plans cover most full-time employees, certain part-time employees and
employee-agents. Benefits under the pension plans are based upon the employee’s length of service and
eligible annual compensation. A cash balance formuia was added to the Alistate Retirement Plan effective
January 1, 2003. Ai! eligible employees hired before August 1, 2002 were provided with a one-time
opportunity tc choose between the cash balance formula and the final average pay formula. The cash
balance formula applies to all eligible employees hired after August 1, 2002.

The Company also provides certain health care and life insurance subsidies for employees hired
before January 1, 2003 when they retire (“Postretirement benefits”). Qualified employees may become
eligible for these benefits if they retire in accordance with the Company's established retirement policy
and are continuously insured under the Company’s group plans or other approved plans in accordance
with the pian’s participation requirements, The Company shares the cost of the retiree medical benefits
with retirees based on years of service, with the Company’s share being subject to a 5% limit on anpual
medical cost inflation after retirement. The Company has the right to madify or terminate these plans.

Obligations and funded status

The Company calculaies benefit obligations based upon generally accepted actuarial methodologies
using the projected benefit obligation (“PBO") for pension plans and the accumulated postretirement
benefit abligation for other postretirement plans. The determination of pension costs and other
postretirement obligations as of December 31 are determined using an October 31 measurement date.
The benefit obligations are the actuarial present value of all benefits attributed to employee service
rendered. The PBO is measured using the pension benefit formula and assumptions as to future
compensation levels. A plan’s funded status is calculated as the difference between the benefit obligation
and the fair value of plan assets. The Company’s funding policy for the pension plans is to make annual
contributions in accordance with regulations under the Internal Revenue Code ('IRC™) and in accordance
with generally accepted actuarial principles. The Company’s postretirement benefit plans are not funded.
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A reconciliation of the plans’ funded status to amounts recognized in the Consolidated Statements of
Financial Pasition as of December 31 is as follows:

Postretirement

Pension benefits benefits
Gin millions) 2004 2003 2004 2003
fair value of plan assets $3983 $3437 § - § -
Benefit obligation 4981 4,317 1,244 1,163
Funded status (998) (880) (1,244) (1,163)
Amounts not recognized:
Unamortized prior service cost @27 32 (14) (16)
Unrecognized net actuarial loss 2,333 2,044 290 277
Net amount recognized $1,308 S$1,132 S (968) S (902)
Prepaid benefit costs $980 S$814 &5 - § -
Accrued benefit cost 279} (243) (968) (802)
Intangible assets » 8 9 - -
Accumulated other comprehensive income 599 552 - -
Net amount recognized ' $1,308 $1,132 S (968) S (802)

The majority of the $2.33 billion and $2.04 billion of unrecognized net actuarial pension benefit losses
in 2004 and 2003, respectively, reflect the effect of increases in the PBO resulting from decreases in the
discount rate as well as the impact of unfavorable equity market conditions on the value of the pension
plan assets in prior years. Allstate amortizes its excess unrecognized net actuarial losses over the average
remaining service period of active employees expected to receive benefits.

The accumulated benefit obllgatlon ("ABO™) for all defined benefit pens»on plans was $4.14 billion
and $3.62 billion at December 31, 2004 and 2003, respectively. The ABO is the actuarial present value of
all benefits attributed by the pension benefit formula to employee service rendered. However, it differs
from the PBG due to the exclusion of an assumption as to future compensation levels. A minimum
pension liability is recognized as a reduction to accumulated other comprehensive income when the ABO
exceeds the fair value of plan assets. In 2004, the minimum pension liability increased by $30 million,
after-tax, and was reported as a decrease to accumulated other comprehensive income. In 2003, the
Company recorded a decrease in the minimum pension liability of $461 million, after-tax, which was
reported as an increase to accumulated other comprehensive income.

The PBO, ABQ, and fair value of plan assets for the Company pension plans with an ABO in excess
of plan assets were $1.09 billion, $1.04 billion, and $758 million, respectively as of December 31, 2004, and
$945 million, $934 million, and $692 million, respectively, as of December 31, 2003.

Included in the accrued benefit cost of the pension benefits are certain unfunded non-qualified plans
with accrued benefit costs of $116 million and $83 million for 2004 and 2003, respectively.




The changes in benefit obligations for ali plans for the years ended December 31 are as follows:

Postretirement
Pension benefits benefits

2004 2003 2004 2003

(in mélions)
Charnge in benefit obligation

Benefit obligation, beginning of year $4,317 $3,684 $1,163 51,032
Service cost 157 134 28 18
Interest cost 268 254 71 71
Participant contributions 1 i 39 32
Actuarial loss 496 472 27 91
Benefits paid (266)  (250) (86) (84)
Translation adjustment and other 8 22 2 3
Benefit cbligation, end of year $4,981 $4,317 51,244 $1,163

Benefits paid include lump sum distributions, a portion of which may trigger settlement accounting
treatment.

Components of net periodic cost
The components of net periodic cost for all plans for the years ended December 31 are as follows:

Postretirement

Pension benefits benefits

(in millions) 2004 2003 2002 2004 2003 2002
Service cost $157 $134 S$123 $28 S$18  $S16
Interest cost 268 254 233 71 71 67
Expected return on plan assets (288) (221) (3086) - - -
Amortization of:

Prior service costs 3) 3) 5 M ©

Unrecognized transition obligation - m 1 - - -

Net loss 121 92 11 14 8 5
Settlement loss 41 43 59 - - =
Net periodic cost $296 $298 $126 S112 $96  $87

Assumptions

Weighted average assumptions used to determine net pension cost and net postretirement benefit
cost for the years ended December 31 are;

Postretirement
Pension benefits benefits
2004 2003 2002 2004 2003 2002
Weighted average discount rate 6.25% 7.0% 7.25% 625% @ 7.0% 7.25%
Rate of increase in compensation levels 4.0-4.5 4.0-5.0 4.0-5.0 n/a n/a n/a
Expected long-term rate of return on plan
assets 8.5 8.5 9.5 n/a n/a n/a
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Weighted-average assumptions used to determine benefit obligations at December 31, based on an
October 31 measurement date, are:

Postretirement
Pension benefits benefits
2004 2003 2004 2003
Discount rate 5.75% 6.25%  5.75% 6.25%
Rate of increase in compensation levels 4.0-45 4.0-5.0 n/a n/a

The weighted average health care cost trend rate used in measuring the accumulated postretirement
benefit cost is 10.50% for 2005, gradually declining to 5.50% in 2010 and remaining at that level
thereafter. .

Assumed heaith care cost trend rates have a significant effect on the amounts reported for the
postretirement health care plans. A one percentage-point increase in assumed health care cost trend
rates would increase the total of the service and interest cost components of net periodic benefit cost of
other postretirement benefits and the accumulated postretirement benefit obligation by $6 million and
$62 million, respectively. A one percentage-point decrease in assumed health care cost trend rates would
decrease the total of the service and interest cost components of net periodic benefit cost of other
postretirement benefits and the accumulated postretirement benefit obligation by $8 million and
$54 million, respectively.

Plan Assets

The pension plans target percentage of plan assets at 2004 and the actual percentage of plan
assets, by asset category at December 31 are as follows:

Target percentage of Percentage of

' plan assets plan assets
Asset Category 2004 2004 2003
Equity securities 66% 6200 63%
Fixed income securities 29 31 32
Real estate 1 1 -
Other _ 4 6 5
Total 100% 100% H)E%

The expected long-term rate of return on plan assets reflects the average rate of earnings expected
on plan assets. This assumption is reviewed annually giving consideration to appropriate financial data
including, but not limited to, the plan asset allocation, the period over which benefits will be paid,
historical returns on plan assets and other relevant market data. As of the 2004 measurement date, the
arithmetic average of the annual actual return on plan assets for the most recent 10 and 5 years was
10.8% and 1.7%, respectively. This is consistent with the allocation used to determine the long-term return
on plan assets assumption at December 31, 2004 and 2003 cf 8.5%.
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The change in pension plan assets for the years ended December 31 is as follows:

Pension benefits

{in millions} 2004 2003

Fair value of plan assets, beginning of year $3,437 $2,322
Actual return on plan assets 340 475
Employer contribution 468 871
Benefits paid (266)  (250)
Translation adjustment and other 4 19
Fair value of plan assets, end of year $3,983 $3,437

|

Cash Flows

There was no minimum funding requirement under the IRC for the tax qualified pension plans as of
December 31, 2004. The company currently plans to contribute $71 million to its pension plans in 2005.
This plan is subject to revision at the discretion of management.

The Company contributed to the postretirement benefit plans $47 million and $51 million in 2004 and
2003, respectively. The Company estimates that it will contribute $59 million for its postretirement benefit
plans in 2005. Contributions by participants to the postretirement benefit plans were $39 million and
$32 millicn for the years ending December 31, 2004 and 2003, respectively.

Estimated Future Benefit Payments

Estimated future benefit payments expected to be paid in the next ten years based on the
assumptions used to measure the Company’s benefit obligation at December 31, 2004 are as follows:

Pension  Postretirement

Gn miliions) benefits benefits
2005 $ 188 $ 59
2006 204 62
2007 230 66
2008 268 68
2009 323 72
2010-2014 2,182 ﬂz
Total benefit payments $3,395 $734

Profit sharing pians

Employees of the Company, with the exception of those employed by the Company’s Canadian
subsidiaries and Sterling, are eligible to become members of The Savings and Profit Sharing Fund of
Alistate Emplcyees (“Allstate Plan”). The Company's contributions are based on the Company's matching
obligation and performance. The Allstate Plan includes an ESOP to pre-fund a portion of the Company’s
anticipated contribution. In connection with the Alistate Plan, the Company has a note from the ESOP
with a current principal balance of $70 million. The ESOP note has a fixed interest rate of 7.9% and
matures in 2018.
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The Company’s contribution to the Allstate Plan was $112 million, $125 million and $120 million in
2004, 2003 and 2002, respectively. These amounts were reduced by the ESOP benefit computed for the
years ended December 31 as follows:

2004 2003 2002

(in millions)

Interest expense recognized by ESOP $ 6 $ 8 S$ 10

Less dividends accrued on ESOP shares (14} (14) (26)

Cost of shares allocated 17 24 27
9 18 11

Reduction of defined contribution due to ESOP 107 128 120

ESOP benefit $ (98) S(110) $(109)

The Company contributed $24 million, $34 million and $10 million to the ESOP in 2004, 2003 and
2002, respectively. At December 31, 2004, total committed to be released, allocated and unallocated ESOP
shares were 2 million, 26 million, and 11 million, respectively.

Alistate has profit sharing plans for eligible employees of its Canadian insurance subsidiaries and
Sterling. Profit sharing expense for these plans is not significant.

17. Equity Incentive Plans

The Company has three equity incentive plans which permit the Company to grant nonqualified stock
options, incentive stock options, restricted or unrestricted shares of the Company’s stock and restricted
stock units to certain employees and directors of the Company. A maximum of 78.1 million shares of
common stock will be subject to awards under the plans, subject to adjustment in accordance with the
plans’ terms. At December 31, 2004 and 2003, 22.7 million and 26.9 million shares, respectively, were
reserved and remained available for future issuance under these plans. To date, the Company has not
issued incentive stock options. During 2004, 2003 and 2002, the Company issued 0.6 million, 1.1 million
and .1 million shares of restricted stock, respectively, to employees under the plans. The weighted
average grant date fair value of these restricted shares was $45.98, $32.00 and $37.20 as of December 31,
2004, 2003 and 2002, respectively. Generally, the restricted shares unrestrict in full on the fourth
anniversary of the grant date, with awards subject to forfeiture upon termination (other than termination
due to retirement, upon which shares continue to unrestrict as provided for in the original grant).

The Company records compensation expense for the restricted shares over the vesting period and

the unamortized cost of the restricted shares is included in deferred compensation expense as a
component of shareholders’ equity. In 2003, the Company began prospectively expensing the fair value of
all stock options granted on or after January 1, 2008 in accordance with SFAS 148 (see Note 2). Options
are granted under the plans at exercise prices equal to the fair value of the Company’s common stock on
the applicable grant date. The options granted under the Allstate plans generally vest ratably over a three
or four-year period. The options granted may be exercised once vested and will expire ten years after the
date of grant.




The changes in stock options for the years ended December 31 are as follows:

Weighted Weighted Weighted

avera_ge avera_ge avera_ge

exel_'clse exer_mse exel_'clse
(number of sharss in thousands) 2004 price 2003 price 2002 price
Beginning balance 32,597 $34.12 31,957 $33.57 25,544  $32.96
Granted 4,272 45.93 4,724 32.28 8,508 33.52
Exercised (7,560) 31.32 (3,198) 25.34 (1,263) 20.42
Canceled or expired (608) 35.67 (886) 3590 (832) 34.53
Ending balance 28,701 36.59 32,597 34.12 31,957 33.57
Exercisable 16,440 35.30 18,448 34.11 16,026 32.40
Weighted average fair value (at grant date)

for options granted during the year $ 1210 $ 8.08 S 881

The fair value of each option grant is estimated on the date of grant using the Black-Scholes option-
pricing model with the following weighted average assumptions for grants in 2004, 2003 and 2002;
dividend yield of 2.4%, 2.7% and 2.5%, respectively; volatility factor of 30%; risk-free interest rate of 3.28%,
3.15% and 4.94%, respectively; and expected life of six years.

Information on the range of exercise prices for options outstanding as of December 31, 2004 is as
follows:

(number of shares in thousands) Options outstanding Options exercisable
Weighted
Number Weighted average Number Weighted
outstanding average remaining exercisable average
Range of exercise prices at 12/31/2004 exercise price  contractual life at 12/31/2004 exercise price
$72.82 - $26.69 3,088 $25.12 4,48 years 3,088 $25.12
$27.44 - $33.38 9,732 32.74 7.33 3,402 32.96
$34.50 - $42.00 9,826 38.87 5.15 8,097 38.49
$42.25 - $50.79 6,055 4492 7.31 1,853 42.64

28,701 36.59 6.27 16,440 35.30
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The following table illustrates the effect on net income and earnings per share as if the fair value
based method, adopted prospectively by the Company on January 1, 2003, had been applied to ail
outstanding and unvested awards in each period:

2004 2003 2002

$3,181 $2,705 $1,134

(in millions except per share data)

Net income, as reported

Add: Employee stock option expense included in reported
net income, after-tax

Deduct: Total employee stock option expense determined
under fair value based method for all awards, after-tax @0 (40) (40)

$3,155 $2,674 $1,094

14 9 -

Prc forma net income

Earnings per share—basic
$ 457 $385 $ 160

As reported

Pro forma 4.54 3.80 1.55
Earnings per share—diluted

As reported 4.54 3.83 1.60

Pro forma 4.51 3.79 1.54

18. Business Segments

Allstate management is organized around products and services, and this structure is considered in
the identification of its four reportable segments. These segments and their respective operations are as

follows:

Allstate Protection sells principally private passenger auto and homeowners insurance in the United
States and Canada. Revenues generated outside the United States were $622 million, $596 million and
$509 million for the years ended December 31, 2004, 2003 and 2002, respectively. The Company evaluates
the results of this segment based upon underwriting results.

Discontinued Lines and Coverages consists of business no longer written by Alistate, including
results from environmental, asbestos and other discontinued lines exposures, and certain commercial and
other business in run-off. This segment also includes the historical results of the commercial and
reinsurance businesses sold in 1996. The Company evaluates the results of this segment based upon
underwriting results.

Allstate Financial sells life insurance, retirement and investment products to individual and
institutional customers. Individual retail products include traditional life, interest-sensitive life,
supplemental accident and health insurance, variable life, long-term care insurance, variable and fixed
annuities and funding agreements. Banking products and services are also offered to customers through
the Alistate Bank. The principal institutional product is funding agreements backing medium-term notes.
Revenues generated outside the United States were immaterial with respect to Allstate Financial total
revenues for the years ended December 31, 2004, 2003 and 2002. The Company evaluates the results of
this segment based upon operating income.

Corporate and Other comprises holding company activities and certain non-insurance operations.

Allstate Protection and Discontinued Lines and Coverages together comprise Property-Liability. The
Company does not allocate Property-Liability investment income, realized capital gains and losses, or
assets to the Alistate Protection and Discontinued Lines and Coverages segments. Management reviews
assets at the Property-Liability, Allstate Financial, and Corporate and Other levels for decision-making

purposes.
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The accounting policies of the business segments are the same as those described in Note 2. The
effects of certain inter-segment transactions are excluded from segment performance evaluation and
therefore eliminated in the segment results.

Measuring segment profit or loss

The measure of segment profit or loss used by Allstate’s management in evaluating performance is
underwriting income (loss) for the Allstate Protection and Discontinued Lines and Coverages segments
and operating income (loss) for Allstate Financial and Corporate and Other segments. A reconciliation of
these measures to income before dividends on preferred securities and cumulative effect of change in
accounting principle, after-tax, is provided below.

Underwriting income (loss) is calculated as premiums earned, less claims and claims expenses
(‘losses™), amortization of DAC, operating costs and expenses, and restructuring and related charges as
determined using GAAP.

Operating income (Joss) is income (loss) before dividends on preferred securities and cumuiative
effect of change in accounting principle, after-tax, excluding:

® realized capital gains and losses, after-tax, except for periodic settiements and accruals on
non-hedge derivative instruments, which are reported with realized capital gains and losses but
included in operating income,

® amortization of DAC and DS|, to the exient they resulted from the recognition of realized capital
gains and losses,

® loss (gain) on disposition of operations, after-tax and

® adjustments for other significant non-recurring, infrequent or unusual items, when (a) the nature
of the charge or gain is such that it is reasonably unlikely to recur within two years, or (b) there
has been no similar charge or gain within the prior two years.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Summarized revenue data for each of the Company’s business segments for the years ended
December 31 are as follows:

(in millions) 2004 2003 2002
Revenues
Property-Liability
Property-liability insurance premiums
Standard Auto $15,498 $14,601 $13,861
Non-standard auto A ) 1,984 2,238 2,502
Auto 17,482 16,839 16,363
Homeowners 5,878 5,386 4,745
Other 2,623 2,439 2,243
Allstate Protection 25983 24,664 23,351
Discontinued Lines and Coverages 6 13 . 10
Total property-liability insurance premiums ‘ 25989 24,677 23,361
Net investment income 1,773 1,677 1,656
Realized capital gains and losses 592 288 (496)
Total Property-Liability 28,354 26642  24,52)
Allstate Financial
Life and annuity premiums and contract charges
Traditional Life 321 388 403
Immediate annuities with life contingencies 316 413 416
Accident, health and other 408 564 552
Total life and annuity premiums 1,045 1,365 1,371
Interest-sensitive life 729 688 672
Fixed annuities 52 37 32
Variable annuities 246 206 212
Institutional products - 8 6
Total contract charges 1,027 939 922
Total life and annuity premiums and contract charges 2,072 2,304 2,293
Net investment income 3,410 3,233 3,121
Realized capital gains and losses 1 (85) (432)
Total Allstate Financial 5,483 5,452 4,982
Corporate and Other
Service fees 12 13 40
Net investment income 101 62 72
Realized capital gains and losses @ 0 4
Total Corporate and Other before reclassification of service fees 111 68 116
Reclassification of service fees™ (12) (13) (40)
Total Corparate and Other 99 55 76
Consolidated Revenues $33,936 532,149 $29,579

(1) For presentation in the Consolidated Statements of Operations, service fees of the Corporate and Other segment are
reclassified to operating costs and expenses.




Summarized financial performance data for each of the Company's reportable segments for the years
ended December 31 are as follows:
(in millions) 2004 2003 2002

income before dividends on preferred securities and cumulative effect of
change in accounting principle, after-tax

Property-Liability
Underwriting income (loss)
Allstate Protection $2,468 351,903 S 497
Discontinued Lines and Coverages (638) 671) (234)
Total underwriting income 1,830 1,332 263
Net investment income 1,773 1,677 1,656
Income tax expense on operations 955 682 290
Realized capital gains and losses, after-tax 397 192 (314)
Gain on disposition of operations, after-tax - 3 6
Property-Liability income before dividends on preferred securities and
cumnulative efiect of change in accounting principle, after-tax 3045 2522 1,321
Allstate Financial
Life and annuity premiums and contract charges 2072 2304 2283
Net investment income 3410 3233 3121
Periodic settlements and accruals on non-hedge derivative financial
instruments 49 23 5
Contract benefits and interest credited to contractholder funds 3,601 3,697 3,534
Operating costs and expenses and amortization of deferred acquisition costs 1,105 1,164 1,125
Restructuring and related charges : 5 7 2
Income tax expense on operations ‘ 269 243 202
Operating income 551 449 556
Loss on disposition of operations, after-tax ) (29) 4)
Realized capital gains and losses, after-tax (€))] ©3) (287}
Reclassification of periodic settlements and accruals on non-hedge derivative -
instruments, after-tax 32) @(s) &)
DAC and DSI amortization relating to realized capital gains and losses, after-
tax (89) (30) m
Allstate Financial income before dividends on preferred securities and
cumulative effect of change in accounting principle, after-tax 421 322 261
Corporate and Gther
Service fees™ 12 13 40
Net investment income 101 62 72
Operating costs and expenses 330 291 322
Income tax benefit on operations (109) (102) (100)
Operating loss (08) (114) (10)
Realized capital gains and losses, after-tax (2) ()] 3
Corporate and Other loss before dividends on preferred securities and
cumulative effect of change in accounting principle, after-tax (110) (119 (107)
Consolidated income before dividends on preferred securities and
cumulative effect of change in accounting principle, after-tax $3.356 $2,725 $1,475

{1) For presentation in the Consolidated Statements of Operations, service fees of the Corporate and Other segment are
reclassified to operating costs and expenses.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continued)

Additional significant financial performance data for each of the Company's reportable segments for
the years ended December 31 are as follows:

(in millions) 2004 2003 2002

Amortization of deferred policy acquisition costs

Property-Liability $3,874 $3,520 $3216

Alistate Financial 591 538 478
Consolidated $4,465 54,058 $3,694

Income tax expense

Property-Liability $1,150 $ 780 S 112

Allstate Financial 189 170 52

Corporate and Other (109) (104) 09
Consolidated $1,230 S 846 S 65

In 2004, the Company wrote down $108 million of DAC and $16 million of DSI due to the adoption of
SOP 03-1 (see Note 2). in addition, the Company recorded $45 million of amortization related to DSI in
2004.

Interest expense is primarily incurred in the Corporate and Other segment. Capital expenditures for
long-lived assets are generally made in the Property-Liability segment. A partion of these fong-lived
assets are used by entities included in the Alistate Financial and Corporate and Other segments, and
accordingly, are charged expenses in proportion to their use.

Summarized data for total assets and investments for each of the Company’s reportable segments as
of December 31 are as foilows:

(in millions) 2004 2003 2002

Assets

Property-Liability $ 52,458 S 49,191 S 43,812

Allstate Financial 94,274 82,890 72,566

Corporate and Other 2,993 2,061 1,048
Consolidated $149,725 $134,142 $117,426

Investments

Property-Liability $ 40,267 $ 37,859 $ 34,253

Alistate Financial 72,530 62,895 55,264

Corporate and Other 2,733 2,327 1,133
Consolidated $115,530 $103,081 S 90,650




19. Other Comprehensive Income

The components of other comprehensive income (loss) on a pretax and after-tax basis for the years
ended December 31 are as follows:

2004 2003 2002
After- After- After-
Gin millions) Pretax Tax tax Pretax Tax tax Pretax Tax tax
Unrealized net holding gains arising during the period $416  S(145) $271 $ 961 5(336) S 625 S 370 S(128) S 24)
Less: reclassification adjustment 627 (218) 408 157 (55) 102 (881} 308 (572)
Unrealized net capital gains (losses) (VARD] 74 (137) B804 (281) 523 1251 (438) 813
Unrealized foreign currency translation adjustments 40 (14) 26 60 21) 39 ()] 3 6)
Unrealized minimum pension liability adjustments (46) 16 30) 710 (248) 461 (1,134) 397 (737)
Other comprehensive income (l0ss) $S(217) $ 76 S$(141) $1,574  5(551) $1,023 S 108 S (38) $ 70
20. Quarterly Results (unaudited)
First Second Third Fourth
Quarter Quarter Quarter Quarter

(in millions except per share data) 2004 2003 2004 2003 2004 2003 2004 2003
Revenues $8,311 57,861 $8,304 57,899 $8,442 $B,127 $8,879 $B,262
income before dividends on preferred securities and cumulative

effect of change in accounting principle, after-tax 1,124 668 1,034 530 56 692 1,142 775
Net income 949 665 1,034 588 56 691 1,142 761
Eamnings per skarc-Basic:
Income before dividends on preferred securities and cumulative

effect of change in accounting principle, after-tax 1.60 0.95 1.47 0.84 0.70 0.99 1.65 1.09
Net income 1.35 0.95 1.47 0.84 0.10 0.98 1.65 1.08
Eamings per shars-Diluted:
income before dividends on preferred securities and cumulative

effect of change in accounting principle, after-tax 1.59 0.94 147 084 0.08 098 1.64 1.09
Net income 1.34 0.94 1.47 0.84 0.09 0.97 1.64 1.08
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Report of Independent Registered Public Accounting Firm

TO THE BOARD OF DIRECTORS AND
SHAREHOLDERS OF THE ALLSTATE CORPORATION

We have audited the accompanying Consolidated Statements of Financial Position of The Allstate
Corporation and subsidiaries (the “Company™) as of December 31, 2004 and 2003, and the related
Consolidated Statements of Operations, Comprehensive Income, Shareholders’ Equity, and Cash Fiows for
each of the three years in the period ended December 31, 2004. We also have audited management's
assessment, included in the accompanying Management's Report on Internal Control Over Financial
Reporting, that the Company maintained effective internal control over financial reporting as of
December 31, 2004, based on criteria established in /nternal Contro/-Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. The Company’s management is
responsible for these financial statements, for maintaining effective internal control over financial
reporting, and for its assessment of the effectiveness of internal control over financial reporting. Our
responsibility is to express an opinion on these financial statements, an opinion on management’s
assessment, and an opinion on the effectiveness of the Company’s internal control over financial
reporting based on our audits.

We conducted our audits in accaordance with the standards of the Public Company Accounting
Oversight Board {United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement and
whether effective internal control over financial reporting was maintained in all material respects. Qur
audit of financial statements included examining, on a test basis, evidence supporting the amounts and
disclosures in the financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. Our audit of internal
control over financial reporting included obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company'’s internal control over financial reporting is a process designed by, or under the
supervision of, the company'’s principal executive and principal financial officers, or persons performing
similar functions, and effected by the company’s board of directors, management, and other personnel to
provide reasonable assurance regarding the reliability of financial reporting and the preparation of
financial statements for external purposes in accordance with generally accepted accounting principles. A
company'’s internal control over financial reporting includes those policies and procedures that (1) pertain
to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only
in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the
possibility of collusion or improper management override of controls, material misstatements due to error
or fraud may not be prevented or detected on a timely basis. Also, projections of any evaluation of the
effectiveness of the internal control over financial reporting to future periods are subject to the risk that




the controls may become inadequate because of changes in conditions, or that the degree of compliance
with the policies or procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of the Company as of December 31, 2004 and 2003, and the results of its
operations and its cash flows for each of the three years in the period ended December 31, 2004, in
conformity with accounting principles generally accepted in the United States of America. Also in our
opinion, management's assessment that the Company maintained effective internal control over financial
reporting as cf December 31, 2004, is fairly stated, in all material respects, based on the criteria
established in /aternal Control—~Integrated Framework issued by the Cammittee of Sponsoring
Organizations of the Treadway Commission. Furthermore, in our opinion, the Company maintained, in all
material respects, effective internal control over financial reporting as of December 31, 2004, based on
the criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission.

As discussed in Note 2 to the consolidated financial statements, the Company changed its method of
accounting for certain nontraditional long-duration contracts and separate accounts in 2004, method of
accounting for stock-based compensation, embedded derivatives in madified coinsurance agreements,
and variable interest entities in 2003 and method of accounting for goodwill and other intangible assets
in 2002.

L 2oy, & ikl c10

Chicago, lllinois
February 24, 2005
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Shareholder Information

Corporate Headquarters/
Home Office

The Allstate Corporation
0775 Sanders Road
Northbrook, 1L 60062-68127
(800) 574-3553
www.allstate.com

Annual Meeting
Shareholders of record are
invited to attend the annual
meeting of The Alistate
Corporation, Tuesday,

May 17, 2005, 11 am.

gth Floor Auditorium

Harris Trust and Savings 3ank
115 South LaSalle Street
Chicago, IL 50603.

Holders of common stock of
record at the close of business
on March 18, 2005, are enti-
tled to vote at the meeting. A
notice of meeting, Proxy state-
ment and proxy card and/or
voting instruction form were
provided to shareholders with
this annual report.

Transfer Agent/Shareholder
Records

For information or assistance
regarding individual stock
records, dividend reinvestment,
dividend checks, 10292V and
10998 tax forms, direct deposit
of dividend payments, or stock
certificates, contact Wells Fargo
Shareowner Services, in any of
the following ways:

By Telephone:

(800) 355-5191 within the US.
or

(651) 450-4064 outside the
U.s.

By Fax:
(651) 450-4085

By Mait:

Wells Fargo Bank, N.A.
Shareowner Services

P.O. Box 64874

St Paul, MN 551 64-08558

By Certified/Qvernight Meil:
Wells Fargo Bank, N.A.
Shareowner Services

181 North Concord Exchange
South St. Paul, MN 55075-1139

On the Internet—
Account information:
www.shareowneronline.ccm

Profit Sharing

For information about The
Savings and Profit Sharing
Fund of Allstate Employees,
call the Allstate Benefits
Center at (888) 255-7772.

Exclusive Agent Stock
Bonus Plan

Eor information about shares
neld under the Exclusive Agent

independent Contractors Stock

Bonus Plan, call Wells Fargo
Shareowner Services,
{800) 355-5181.

investor Relations

Security analysts, partfolio
managers and representatives
of financial institutions seeking
information about the company
should contact:

investor Relations

The Allstate Corporation
3075 Sanders Road
Northbrook, L £0062-7127
{800) 416-8803

invrel@allstate.com

Shareholder
Communications to the
Board of Directors
Shareholders or other security
holders who desire to commu-
nicate to the Board of
Directors may do SO py mail or
o-mail as follows. Please let us
know if you aré a shareholder
or other security holder.

By e-mail:
directors@allstate.com

By mail:

The Allstate Corporation
Nominating & Governance
Commitiee

clo General Counsel
Alistate Insurance Company
2775 Sanders Rd Ste F8
Northbrook, L 60062

Common Stock and
Dividend information

Dividends
High Low Close  dectared
2004
First quarter 47190 42.55 8546 28
Second quarter 4816 42,91 4655 28

Thirg quarter 4922 45,50 47.99 .28

Fourth quarter 51.99 45.50 8172 .28

2003

First quarter 2856 30.05 3337 .23
Second quartef 38.65 33.40 3565 .23
Third quarter 39.64 3488 3653 .23
Fourth quarter 43.27 3656 43.02 23
Fourth quarter 0

*Redemption of the rights igsued pursuant

10 1999 Rights Agreement at the sedemp-
tion price of one cent ($0.01) per right,
payable to each halder of record of the
common stock as of the close of business
on November 28, 2003.

Stock price ranges are from
the New York Stock Exchange
Composite Listing. As of 4.00
p.m. (EST) on January 31,
7005, the closing price of
Allstate commaon stock as
reported an the New York
Stock Exchange was $50.44,
and there were 153,482
shareholders of record.

Media Inquiries

Allstate Media Relations
0775 Sanders Road
Northbrook, IL 60062-61 27
(847) 402-5600

Form 10-K, Other Reports
Shareholders may receive
without charge a Gopy of

The Allstate Corporation Form
10-K annual report (filed with
the Securities and Exchange
Commission) and other public
financial information for the
year ended Dec. 31, 2004,
by contacting:

Investor Relations

The Allstate Corporation
3075 Sanders Road
Northbrook, L 60062-7127
(800) 416-8803
invrel@allstate.com

The Alistate annual report is
available online at:
wvwv.allstate.oom/'\nvestor/
annual_report.

Annual Report Recordings
Audio cassette tapes of the
Alistate annual report aré
available without charge

to the visually impaired by
calling (800) 416-8803 or by
e-mailing your request to
invrel@allstate.com.

Stock Exchange Listing

The Alistate Corporation
common stock is listed on the
New York Stock Exchange
under the trading symbol ALL.
Common stock is also listed on
the Chicago Stock Exchange.

CEO and CFO Certifications
Pursuant to Section 302 of the
Sarbanes-Oxley Act of 2002,
CEO and CFO certifications
were filed as Exhibits 31.1 and
31.2 to The Allstate
Corporation's annual report o0
Form 10-K for 2004.

in addition, pursuant to Section
303A.12(a) of the New York
Stock Exchange Corporate
Governance listing standards,
an Annual CEO Certification
was submitted in June 2004,
which stated The Allstate
Corporation was in compliance
with the Corporate
Governance listing standards
without exception.

independent Registered
Public Accounting Firm
Deloitte & Touche LLP
Two Prudential Plaza

180 North Stetson Avenue
Chicago, 1L 80601 -6779

Online information

investor supplements describ-
ing Allstate quarterly fiscal
results, as well as audio
rebroadcasts of investor con
ferences at which the corpany
participates, will be posted on
www.allstate.com. Investor
conference calls will also be
broadcast from that Web site.

@
Alistate.

wogu'rg In good hands.
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Highlights: In 2004, Allstate incurved $2.0 billion in losses velated
to the four hurricanes in the Southeastern U.S. Nevertheless, net income
grew to $3.2 billion. Operating income” increased by 10.1 percent to
$3.1 billion. We generated a vecord $33.9 billion in total revenues.
And we delivered a 15 percent return on equity.

Net Income Per Diluted Share

0,
2004 2003 chang/g
$454  $383 185
Operating Income
(3 in_millions) %
2004 2003 change
$3,091 $2,662 16.1
Revenues
($ in millions) th
2004 2003 change
$33936 $32,149 5.6

Return on Equity
2004 2003

15.0% 14.2%

Book Value Per Diluted Share

2004 2003

%
change

$31.72  $2904

9.2

Shareholders’ Equity

($ in millions) %
2004 2003 change
$21,823 $20,665 6.1

$21.8 billion

*Measures we use that are not based on generally accepted accounting principles (non-GAAF) are defined
and reconciled to the most directly comparable GAAP measure, and operating measures we use are defined
in the “Definitions of non-GAAP and Operating Measures® section on page 13 of this report.

Net income per diluted share, which
increased 185 percent in 2004, divides
net income by the number of weighted
average diluted shares outstanding. It
demonstrates the growth of net income
during the year that is attributable to
each share of stock.

In 2004, operating income rose to a
record $3.1 billion. This is a common
measure used by the investment commu-
nity to analyze our results. Operating
income reveals trends in our insurance
and financial services business that may
be obscured by business decisions and
economic developments unrelated to the
insurance undenwriting process.

Revenues rose 5.6 percent to $33.9
pillion in 2004. Revenues indicate
Allstate’s total premium and invest-
ment results.

Return on equity, which measures how
well Allstate used shareholders’ equity to
generate earnings, increased to 15.0
percent in 2004 from 14.2 percent in
2003,

Book value per share, which rose 9.2
percent in 2004, is shareholders’ equity
divided by the number of diluted shares
outstanding on December 31. This
demonstrates an increasing ownership
interest in Allstate on a per share basis.

Shareholders' equity, which is the
company's total assets minus total
liabilities, indicates the value of the
ownership interest of Allstate share-
holders. It increased 6.1 percent in
2004 to $21.8 billion from $20.6
billion in 2003.




Dear Fellow Shareholders:

Last fall 1 visited Flovida with Tom Wilson, president
of our Allstate Protection business. Four hurvicanes had
Just vavaged the siate over six devastating weeks. As we
viewed the overwhelming damage, we knew that 2,300
claim adjusters were veaching out to customers. At that
moment, three thoughts came to mind. Insurance plays

a critical vole in our lives. Scale and financial strength
veally count in this business. And we know how to
vespond when customers and communities need us most.

People come first. That’s Allstate’s stand.

Edward M. Liddy
Chairman, President and Chief Executive Officer




For Allstate, transpavency means giving investors clear and easy

access to all the information they need to assess our performance. This
[inancial scorecard demonstrates our progress in executing our “better,
bigger, broader” strategy.

2000 2001 2002 2003 2004
1
Better 4.00 J/l/"‘/ Net Income Per Diluted Share
We're becoming more ; ;3 (in dollars)
efficient and profitable 3.20 - Net income per diluted share divides
P . p
in our operations and 240 m\r net income by the number of wgighted
in our relationships with V9N R average diluted shares outstanding. It
P 1.60 i - N ___| demonstrates the growth of net income
customers. 1.60 160 during the year that is attributable to
.80 — o —+ ——t-——1--—1 each share of stock.
400 - Operating Income Per Diluted Share*
‘ il AL (in dollars)
/
3.20 o 377 Operating income reveals trends in our
240 o=l L5 2 insurance and financial services busi-
TN 288 T ness that may be obscured by business
1.60 206 decisions and economic developments
unrelated to the insurance underwriting
.80 process.
Return on Equity
15.0 = 1 Sj (percent)
12.0 P> 142 1 R .
: ~ eturn on equity measures how well
9.0 130 ™~ I we used shareholders’ equity to
' S generate earnings.
60 ST [
30 =+
Bigger Revenues
Our goal is to drive top 35,000 —— ($in milfions)
. . s — g 33,936
line growth in a way that 28,000 2T 2318Cs 35579 32,149 Revenues rose 5.6 percent to $33.9
also delivers bottom line 21.000 N T o billion in 2QO4. Re\{enues indicate our
profits ’ total premium and investment results.
14,000 — +- - -
7,000 [ + e
Operating Income
4,000 (% in millions)
3,200 — Operating income reveals trends in our
| AL—""""] 3,091, insurance and financial services busi-
2,400 P —— =92 ness that may be obscured by business
1.600 F2 w?— | ——1 2,075 decisions and economic developments
’ ’ 1,492 unrelated to the insurance underwriting
800 — B process.
Broader £5.000 15919 Premiums and Deposits*
We are expanding in the T 12 2ks éj/uﬂg/sgzgklsg;z‘ ($ in millions)
life insurance, retirement 12,000 p= Tt 10605 ——— 11’53» T8 We use this measure to analyze
and investment products ooo AT | Temms | 9,170 production trends for Allstate
marketplace. 2, Financial sales,
6,000
3,000 k T N S Makian i
e e | 72,064 2,306 2i847
2000 2001 2002 2003 2004

T 3 Neon-proprietary chaanels

Proprietary channel

*See page 13




We also know how to deliver reliable returns and
profitable growth for investors. In 2004 we set
many performance records. And over time, we've
demonstrated that Allstate is an exceptional
investment because of the market we serve, the
strategy we're successfully executing and the
long-term value our efforts create. Importantly,
we understand the critical role that careful
capital management, responsible governance
and doing the right thing in our communities
play in our ongoing success.

2004 brought out the best in Allstate. By
meeting the challenges from nature and the
marketplace, we confirmed the value of our
promise, our products and our expertise. We
also gave you a yardstick for measuring your
company's capacity for profitable growth —
even in the wake of unusually severe catastro-
phes. Last year we incurred $17.8 billion in
total Property-Liability insurance claims and

price reached a then all-time high closing price -
of $51.76 on December 30, 2004,

A Profitable Market

I'm often asked how Allstate can deliver such
strong performance in mature industries like
insurance and financial services. Part of the
answer is knowing where the best opportunities
exist — and what it takes to win customers. The
U.S. personal auto and homeowners market com-
prises approximately 111 million households, more
than 169 million insured vehicles and approxi-
mately $205 billion in annual premiums. Most
states and banks require consumers to have
insurance in order to operate a car or buy a
home. So each year gives us fresh opportunities
to expand the more than 16 million households
that are part of the Allstate family. We also serve
an increasing share of our customers’ personal
financial services needs through our life insur-
ance, retirement and investment products.

Making an informed invest-
ment decision is clear when
you understand how market
focus and disciplined strategy
create value,

©: A-

Allstate knows where the best market opportunities
exist. We've executing a consistent strategy to drive
profitable growth. We've acting with integrity and
investing our capital wisely. As a result, we're
creating long-term value for shavebolders.

claims expense. We generated $33.9 billion in
total revenues - an all-time high.

Net income per diluted share rose 18.5 percent
to $4.54. Operating income rose 16.1 percent to
$3.1 billion and operating income return on equity”
was 17.0 percent. We raised the dividend paid
on our common stock by 22 percent, completed
our repurchase of $1.5 billion in stock a year
ahead of schedule and announced a new, two-
year $4.0 billion share repurchase program.

These results and actions clearly demonstrate
our determination to use your capital effectively.
The market responded favorably as our stock

“See page 13

Within a few years, millions of Baby Boomers
will start to reach retirement age. That means
there's a solid opportunity to grow revenues
and earnings, especially as economic conditions
improve,

Within the insurance market, several demographic
segments offer especially high growth potential.
The personal lines insurance market mirrors

this country's changing ethnic mix and shifting
population patterns, and we're seizing these
opportunities in a variety of ways. There's also
continuing growth in single-person households
and increasing sophistication among consumers
aged 25-34. In addition, many consumers take
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fewer risks and have fewer, less severe claims.
For these high lifetime value customers, the
insurable assets we help protect — and the value
of these relationships — increase over time.

We're well-positioned to find and serve these
segments of the market. Each year, more con-
sumers want our financial strength behind
them. They're drawn to our diverse line of com-
petitively priced insurance products. And they
value their relationships with agents and the
work we do to support their communities.

As the Baby Boom population ages, middle-
income customers will require not just protection
for today, but preparation for tomorrow. These
customers see the value of diversified investment
portfolios that include retirement-oriented finan-
cial products in addition to life and long-term
care insurance. And they're looking to consolidate
their relationships with experienced professionals.

tor regulation, competition and claim trends
state-by-state. This analysis helps us win profitable
market share by delivering highly competitive
pricing, especially to our target customers,

With this disciplined approach, policies in force
for our Allstate brand auto insurance and home-
owners policies sustained a path of growth,
demonstrating steady increases over the past
year. Our aggressive, focused marketing efforts
have helped convince one million auto customers
to switch to Allstate. And Alistate brand cus-
tomer retention closed 2004 at near record lev-
els. All these trends indicate that we're turning
market knowledge into competitive advantage.

A Consistent Strategy

it's my job to make sure Allstate has the right

strategy, people and infrastructure to seize our
market opportunities. This enables us to win in
the marketplace and deliver the value you
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Allstate is growing its share of high lifetime value
customers. We've paying special attention to those
customers with favorable claim bistories. And we're
targeting underserved middle-income consumers who
have a growing need for retivement-orviented financial

services products.

Over one million auto
insurance customers
switched to Allstate in
2004, Allstate is position-
ing itself to retain lifelong
relationships.
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Through our agent and non-proprietary sales
networks, we're targeting those who are actively
saving, in an effort to increase our share of their
life, savings and retirement business. Total premi-
ums and deposits for Allstate Financial in 2004
rose to a record $15.9 billion, a 13.4 percent
compound annual growth rate from 1898 to
2004, a clear sign the market is responding to
our life insurance, retirement and investment
products.

To protect our financial strength and yours, we
must also manage several variables that can
affect our market — and our performance. Natural
catastrophes are part of our business, and we
constantly refine our business to help protect our
customers and manage our financial exposure. In
Florida, for example, we're working closely with
state officials to provide better insurance protec-
tion against hurricanes. We hope to have in place
before the next hurricane season an improved
public/private partnership that more effectively
protects consumers and investors. We also moni-

expect. Sometimes, that means taking a bold
new direction, as we did five years ago when
we reorganized our agency distribution system,
significantly increased our investment in tech-
nology and initiated more sophisticated Tiered
Pricing. Since then, we've stayed the course,
and the results have been terrific. Over the last
five years, you have seen compound annual
growth rates of 11.2 percent in operating
income per diluted share and 19.0 percent

in your common stock total return.

In 2004 we focused on several key areas to
improve profitability, increase scale and financial
strength and capture a larger share of the
insurance and financial services marketplace.

More precise underwriting helps us segment
customers, better match the premiums individu-
als pay for the risks they represent and win prof-
itable market share. We continue to refine our
Tiered Pricing models, which include our
Strategic Risk Management (SRM) tool, adding
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new and enhanced variables as competitors
continue to adopt tiered rating programs. Tiered
Pricing helps us attract customers that have the
potential to generate greater value over time, so
we can compete vigorously for their business. As
we gain market share within this segment and
manage expenses carefully, we're steadily build-
ing a higher quality, increasingly profitable prop-
erty and casualty portfolio. The evidence: steady
income growth and a Property-Liability combined
ratio that improved to 93.0 percent in 2004 from
94.6 percent in 2003, We expect to continue to
benefit from our Tiered Pricing as it expands for
both auto and homeowners in 2005.

Allstate’s superior claim management sharpens
our competitive edge in two important ways. It
creates loyalty by forging strong bonds with
consumers during their time of need. It also
protects our company’s assets — and con-
tributes to profitability — by more effectively

owners and their licensed sales professionals,
and financial specialists whose knowledge
and experience we depend on to exceed our
customers' expectations.

For example, to reinforce our relationship with
exclusive agents, we established an agency
advisory board to help us solve key business
issues. We restructured their compensation
plans to better align agency success with the
company's mission. We invested in education,
technology and operational support to help
them grow their agencies. The increase in exclu-
sive agents and support staff of 11.7 percent in
2004 demonstrates that Alistate delivers a
strong value proposition to our agency channel.

We also expanded our relationships with

independent agents. This segment of the market
currently generates approximately one-third of ali
U.S. personal lines premiums. Simpler processes
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We have defined a consistent strategy to become better
and bigger by achieving operating efficiencies and
driving profitable growth. And we continue to broaden
our velationship with customers. We have been executing
this strategy with relentless discipline, and these efforts
are vewarding you with steady performance.

Tiered Pricing helps
ensure that Allstate
doesn't trade profit for
growth by identifying
customers who may
generate high value
over time.
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managing loss costs, keeping those costs
below industry averages. In 2004 we delivered
on our claim promises, improving our claim sat-
isfaction ratings while sustaining our severity
advantage versus the industry overall. And
since 1996 our bodily injury claim experience
has averaged 14 points lower than the industry
overall, a significant competitive advantage. This
performance testifies to our efficient claim
operations, but it's not enough. Our Next
Generation Claim System program, now under
development, will help us build on our already
strong claim performance while also giving cus-
tomers an even better claim experience.

Allstate Protection’s powerful distribution
engine gives us the scale to reach consumers
across the country. In 2004 we invested in
national and local marketing and advertising to
raise our visibility and drive sales across our
exclusive agent, independent agent and direct
channels. We worked on several fronts to
support some 70,000 employees, agency

and highly cor?petitive pricing will help us win a
much greater share of their business.

In addition, our direct channel ~ which comple-
ments our exclusive agency network to deliver
convenience and local support — handled more
than 6.5 million sales or service calls, and
supported 32 million visits to allstate.com and
more than 8 million self-service transactions.

At Allstate Financial, we have a growing
opportunity to help middle- and upper-income
customers achieve long-term financial security.
We have one of the strongest distribution
networks in the industry — more than 13,000
Allstate agents and Exclusive Financial
Specialists, as well as nearly 50,000 producing
broker dealers, financial institutions, independ-
ent agents and financial advisors. They have
helped us become one of the largest compa-
nies in the financial services industry, with
more than $94 billion in assets. In 2004 we
achieved record retail, institutional and total
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Premiums and Deposits. New sales of financial
products by Allstate exclusive agencies
increased 24.0 percent to $2.27 billion in
2004, and have grown at a compound annual
rate of 563.0 percent since 2000. And we made
solid progress toward becoming an opera-
tionally excellent product manufacturer, thus
establishing a strong foundation to accelerate
profitable growth. We will continue to make it
easier to do business with us and focus on
fewer products that are developed from a com-
mon platform to achieve greater scale and
profitability. We will alse deepen relationships
with our most profitable and productive distri-
bution partners, streamline processes and
teverage technology to improve overall
effectiveness and efficiency. We expect this
strategy — of simplifying, standardizing and
strengthening our business — will help us
achieve the necessary scale to increase
operating income in the future.

we are using shareholders’ equity effectively to
deliver profitable returns and strong earnings,
and that we are managing a company built for
long-term value.

Investors and regulators also value Allstate's
commitment to sound governance and financial
transparency. The exemplary governance
practices adopted by our board of directors

are reflected in the very solid rankings and
reports we receive from third-party governance
rating services. We also benefit from a senior
management team whose actions set a tone of
integrity, accountability and discipline that runs
throughout our company. Our strong corporate
reputation has served the company well in the
face of fast-changing business, legislative and
regulatory environments.

We are equally proud of the value we create by
giving back to the people and communities we
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Allstate measures value in many ways. We have
genevated long-term financial value for shaveholders by
managing and investing our capital responsibly. We
create value for communities by understanding what
matters and by showing we care. In the process, we forge
long-term velasionships with customers.

In Florida, we put bur car-
ing culture on display in
many ways. We logged
75,000 overtime hours in
call centers, created
25,000 claim reports and
cut 42,000 checks. We
also gave teddy bears to
hundreds of kids to start
the healing.

<

A Leader in Value

Allstate is a company that does much more than
collect money, settle claims and return a profit.
Each year, we find new ways to create lasting
value for the shareholders, customers and com-
munities we serve. The inherent customer value
that our business delivers and the caring culture
that our work has created make us better cor-
porate citizens — and a better and more valuable
company.

When thinking about lasting value, investors
should focus on our proven record of capital
management, where we have demonstrated the
ability to invest in areas that will drive growth
and generate solid returns. Here, Allstate has
an exceptional track record. Since our initial
public offering in 1983 through the end of
2004, the total shareholder return on our stock
has averaged 13.7 percent on a compound
annual basis. Equally impressive, over the same
period the total value of Allstate's return to
shareholders exceeded both the Standard &
Poor's Property & Casualty and Standard &
Poor's 500 indices. That's solid evidence that

serve. For example, the company matched con-
tributions by its employees, agents and agency
staff of some $760,000, to bring the total
Allstate donations to more than $1.5 million
for the tsunami disaster recovery efforts in
Southeast Asia. The future of our society —
and of our company — depends on stable com-
munities that nurture individual achievement.
Allstate makes a difference by helping build
safe and vital communities; by paving the way
for economic empowerment; and by encourag-
ing greater tolerance, inclusion and diversity.

At December 31, 2004, we had more than $30.5
billion invested in municipal bonds and low-interest
loans to strengthen urban communities. Through
The Allstate Foundation, we provided some $14
million in grants to 700 not-for-profit organiza-
tions across the country. In addition, Alistate agen-
cies awarded Foundation grants to more than
1,800 local community organizations. And our
employees and agents volunteered their time and
talents to thousands of national and local causes.




Our Leadership Team:

Back row left to right:
Michael J. McCabe
Senior Vice President and
General Counsel
Guides Allstate's
strategy to ensure
sound governance
practices and to
foster a healthy legal,
economic, legislative
and regulatory
environment.

Joseph V. Tripodi
Senior Vice President and
Chigf Marketing Officer
Leverages Allstate's
marketing power and
highly valued “Good
Hands® promise to
strengthen customer
relationships and
attract new customers.

George E. Ruebenson
Senior Vice President,
Property — Casualty
Claim Service
Organization

Oversees a highly
efficient claim service
organization that is
continuously evolving
to better meet the
needs of customers
and agents.

Casey J. Sylla
President,

Allstate Financial
Drives profitable
growth by providing
top-tier financial
products through
Allstate agencies
and third-party
financial services
professionals.

Eric A. Simonson
Senior Vice President and
Chief Investment Officer
Manages Allstate's
investment portfolios
to generate attrac-
tive levels of risk-
adjusted income
and total return in
support of overall
financial objectives.

Ronald D. McNeil
Senior Vice President,
Protection Distribution
Optimizes perform-
ance of Alistate's
distinct and powerful
distribution networks
to deliver products
and services that
meet customers’
needs.

Our senior management team is dedicated to integrity
and sets a tone of accountability and discipline.

Front row left to right:

Thomas J. Wilson
President,

Allstate Protection
Drives innovation and
cultural change to
make Allstate
Protection the indus-
try leader in profitable
growth and customer

loyalty.
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Joan M. Crockett
Senior Vice President,
Human Resonrces
Develops and imple-
menrts workforce
strategies to attract,
retain and motivate
the best talent to drive
business strategy.

Dan Hale

Senior Vice President and
Chigf Financial Officer
Develops financial
strategy and ensures
sound governance
practices, adequate
financial controls,
appropriate reporting
transparency and
disciplined capital
management.

Edward M. Liddy
Chairman, President and
Chief Executive Officer
Sets and directs the
corporate strategy
that is transforming
Alistate into a high-
performance insur-
ance and financial
services company.

Robert W. Pike
Executive Vice President
and Secretary

Stewards Allstate’s
corporate image

and reputation and
oversees the corpo-
rate secretary and
administrative func-
tions of the company.

Catherine S. Brune
Senior Vice President and
Chisf Technology Officer
Sets and implements
a technology strategy
that supports
business objectives,
protects and delivers
information and
enhances service,

For information on Alistate’s Board of Directors, visit
wwwa.allstate.com or see Notice of 2006 Annual Meeting

and Proxy Statement.
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At Allstate, when we take a stand, we take action. And
in 2004 our decisive actions drove powerful vesults. As
we look to 2005, I expect further success as our extraor-
dinary leadership team and the entive Allstate family
pursie new market opportunities, continue to execiute our
strategy and manage our capital wisely to create the
fong-term value that you, our shavebolders, deserve. We
are grateful for your ongoing support.

Respectfully,

M Wl~ MZ
Edward M. Liddy

Chairman, President and Chief Executive Officer
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Definitions of Non-GAAP and Ope-ating Measures

We believe that investors’ understanding of Alistate’s
performance is enhanced by our disclosure of the fol-
lowing non-GAAP and operating financial measures.
Our methods of calculating these measures may differ
from those used by other companies and therefore com-
parability may be limited.

Operating income is income before dividends on pre-
ferred securities and cumulative effect of change in
accounting principle, after-tax, excluding:

+ realized capital gains and losses, after-tax, except for
periodic settlements and accruals on nen-hedge deriv-
ative instruments, which are reported with realized cap-
ital gains and losses but included in operating income,

« amortization of deferred policy acquisition costs
(“*DAC") and deferred sales inducements (“DSI), to the

extent they resulted from the recognition of realized
capital gains and losses, and
* (loss) gain on disposition of operations, after-tax.

Net income is the GAAP measure that is most directly
comparable to operating income.

We use operating income to evaluate our results of
operations. It reveals trends in our insurance and financial
services business that may be obscured by the net effect
of realized capital gains and losses and (loss) gain on dis-
position of operations. These items may vary significantly
between periods and are generally driven by business
decisions and economic developments such as market
conditions, the timing of which is unrelated to the insur-
ance underwriting process. Moreover, we reclassify peri-
odic settlements on non-hedge derivative instruments
into operating income to report them in a manner consis-
tent with the economically hedged investments, replicated

assets or product attributes (e.g. net investment
income and interest credited to contractholder funds)
and by doing so, appropriately reflect trends in product
performance. Therefore, we believe it is useful for
investors to evaluate these components separately and
in the aggregate when reviewing our performance. We
note that the price to earnings multiple commonly used
by insurance investors as a forward-looking valuation
technique uses operating income as the denominator.
We use adjusted measures of operating income and
operating income per diluted share in incentive com-
pensation. Operating income should not be considered
as a substitute for net income and does not reflect the
overall profitability of our business.

The following table reconciles operating income and
operating income per diluted share to net income and
net income per diluted share for the years ended
December 31.

Operating income
(% in millions) Per diluted share (In doflars)

2004 2003 2002 2001 2000 2004 2003 2002 2001 2000
Operating income " $3091 $2,862 $2075 $1,492 $2,004 $ 441 $ 377 $ 292 $ 208 $ 268
Realized capital gains and losses 581 196 (924) (352) 425
Income tax (expense) benefit (189) (62) 326 197 (177
Realized capital gains and losses, after-tax 382 134 (598) (225) 248 056 019 (0.84) 031 033
DAC and DS} amortization related to realized capital gains and
losses, after-tax (89) (30) (1) (11) - 0.13) (0.05) - 0.01) -
Reclassification of periedic settlements and accruals
on non-hedge derivative instruments, after-tax (32) (15) (3) (4) - (0.04) 0.02) 01 .01 -
{Loss) gain on disposition of operations, after-tax (6) (26) 2 (40) - 001) 004) - (0.06) -
Income before dividends on preferred securities and cum-
ulative effect of change in accounting principle, after-tax 3356 2725 1475 1212 2,962 479 385 207 1.67 3.01
Dividends on preferred securities of subsidiary trust, after-tax - ()] 10 (45) 4 - - GO {0.06} 0.06)
Cumutative effect of change in accounting principle, after-tax (175) (15) (331) ©) - (0.25) (0.02) (0.46) 0.01) -
Net income $3,181 $2705 $1,134 $1,158 $2211 $ 454 $ 383 $ 160 $ 1.60 $ 285

Operating income return on equity is a ratic that uses a
non-GAAP measure. It is calculated by dividing the
rolling 12-month operating income by the average of
shareholders’ equity at the beginning and at the end of
the 12-month period, after excluding the after-tax effect
of unrealized net capital gains. We use it to supplement

our evaluation of net income and return on equity. We
believe that this measure is useful to investors because
it eliminates the effect of items that can fluctuate signifi-
cantly from period to period and that are driven by devel-
opments, the magnitude and timing of which are gener-
ally not influenced by management: the after-tax effects

of realized and unrealized capital gains and losses and
the cumulative effect of change in accounting principle.
Return on equity is the most directly comparable GAAP
measure, The following tables show the reconciliations
for the years ended December 31,

Return on equity Operating income return on equity

($ in milions) 2004 2003 2002 2001 2000 ($ in millions) 2004 2003 2002 2001 2000

Numerator: Numerator:

Net income $3181 $ 2705 $1134 $1,158 $2211 Operating income $ 3091 $ 2662 $ 2075 3 1492 % 2004

Denominator: Denominator:

Beginning shareholders' equity 20565 17,438 17196 17451 16601 Beginning shareholders’ equity 20,565 17438 17,196 17451 16601

Ending shareholders’ equity 21823 20,565 17438 17,196 17451 Unrealized net capital gains 3125 2802 1,789 1880 1369

Average shareholders’ equity $21194  $19002 317317 817324  $17026  Adjusted beginning shareholders’ equity 17440 14836 15407 15471 15232

ROE (%) 150 142 65 6.7 130 Ending shareholders' equity 21823 20565 17438 17196 17451
Unrealized net capital gains 2088 3125 2602 1,789 1,880
Adjusted ending shareholders’ equity 18,835 17440 14,836 15,407 15471
Average shareholders' equity $18138 $16138  $15122 $15439 315352
Operating income ROE (%) 170 185 137 9.7 131

Premiums and deposits is an operating measure that we
use 1o analyze production trends for Allstate Financial
sales. It includes premiums on insurance policies and
annuities and all deposits and other funds received from
customers on deposit-type products including the net new
deposits of Allstate Bank, which we account for under
GAAP as increases to liabilities rather than as revenue.

The following table illustrates where premiums and
deposits are reflected in the consolidated financial state-
ments for the years ended December 31.

New sales of financial products by Allstate exclusive
agencies is an operating measure that we use to
quantify the current year sales of financial products by
the Allstate Agency proprietary distribution channel.
New sales of financial products by Allstate exclusive
agencies includes annual premiums on new insurance
pelicies, initial premiums and deposits on annuities, net
new deposits in the Allstate Bank and sales of other

Premiums and deposits

($ in mittions) 2004 2003 2002 2001 2000
Life and annuity premiums $ 1045 $ 1365 $ 1371 $ 1345 $ 1344
Deposits to contractholder funds 13616 10373 8,484 7870 8393
Deposits to separate accounts and other 1,268 1357 972 1,290 2508
Total premiums and depasits $15919  $13095 $11,834 $10605 $12°45

companies’ mutual funds, and excludes renewal
premiums. New sales of financial products by Allstate
exclusive agencies for the twelve months ended
December 31, 2004, 2003, 2002, 2001 and 2000
totaled $2.27 billion, $1.83 billion, $1.61 billion, $702
million and $4 14 million, respectively.
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